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THE  CONDITION  OF  THE  BANK 
AND  THRIFT  INDUSTRIES 


THURSDAY,  SEPTEMBER  22,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Ap^fairs, 

Washington,  DC. 

The  Committee  met  at  10:11  a.m.,  in  room  SD-538  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (Chair- 
man of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order.  Let  me  invite 
everyone  who  is  here  to  be  seated,  and  let  me  welcome  everyone 
this  morning,  particularly  our  important  witnesses  we  have  today. 

This  morning,  the  Banking  Committee  is  meeting  to  conduct  an 
oversight  hearing  on  the  condition  of  the  banking  and  thrift  indus- 
tries. Before  doing  so,  I  would  ask  Members  to  vote  on  favorably 
reporting  the  following  nominations:  Mr.  Robert  Larton,  to  be  a 
member  of  the  Thrift  Depositor  Protection  Board  for  a  term  of  3 
years;  and  Alan  Diamonstein,  to  be  a  member  of  the  Board  of  Di- 
rectors of  the  National  Corporation  for  Housing  Partnerships  for  a 
term  expiring  October  27,  1995. 

If  there  is  no  obiection,  the  period  for  voting  will  begin  now  and 
will  extend  througn  the  duration  of  the  hearing.  If  we  have  a  quo- 
rum of  Members  arriving  and  casting  votes  during  that  time,  the 
nominations  will  be  reported  to  the  Full  Senate  later  today. 

So,  without  objection,  we  will  be  voting  through  the  morning  on 
those  nominations. 

With  respect  to  the  purpose  of  our  hearing  today,  we  have  held 
over  the  6  years  of  my  Chairmanship  of  this  Committee  a  great 
number  of  hearings  on  the  condition  of  the  bank  and  thrift  indus- 
tries. We've  done  that  each  of  those  years,  now  a  total  of  16  hear- 
ings, and  I  consider  them  to  be  a  vitally  important  part  of  our  Com- 
mittee's oversight  responsibility.  Over  the  years,  these  hearings 
have  been  extremely  valuable  both  in  terms  of  evaluating  current 
developments  in  that  area  of  the  financial  structure  and  to  identify 
potential  future  problems. 

Today's  panel,  which  includes  all  of  the  depository  institution 
regulators,  should  enable  us  to  again  do  just  that,  to  see  where  we 
are  now  and  to  take  a  look  ahead  as  to  issues  and  problems  that 
may  be  on  the  horizon  that  we  need  to  understand  and  may  need 
to  aeal  with  in  one  fashion  or  another. 

We  have  with  us  this  morning  Chairman  Alan  Greenspan  of  the 
Federal  Reserve;  Gene  Ludwig,  Comptroller  of  the  Currency;  An- 
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drew  Hove,  Acting  Director  of  the  FDIC;  Jonathan  Fiechter,  Acting 
Director  of  the  OTS;  and  Norman  D'Amours,  Chairman  of  the  Na- 
tional Credit  Union  Administration. 

Again,  I  want  to  welcome  you  all  and  say  that  we're  pleased  to 
have  you  with  us  this  morning. 

In  starting  out  today,  certainly  the  news  in  this  area  of  our  econ- 
omy is  much  better  than  what  we  have  heard  in  the  past.  Six  years 
ago,  we  inherited  industries  in  their  worst  condition  since  the 
Great  Depression.  The  S&L  insurance  fund  was  bankrupt  beyond 
recovery.  The  cost  of  protecting  depositors  was  enormous,  roughly 
$150  billion,  and  most  of  that  was  paid  for  by  taxpayers.  For  a 
while,  it  appears  that  losses  in  the  banking  system,  stemming  from 
bad  loans  made  in  the  mid-1980's,  might  approach  that  scale  but, 
while  the  Federal  Deposit  Insurance  Fund  became  briefly  insol- 
vent, the  banking  industry  was  able  to  cover  the  costs  with  only 
temporary  Treasury  assistance. 

Since  insurance  losses  at  banks  amounted  to  more  than  $20  bil- 
lion, and  the  weakened  industry's  need  to  retrench  in  order  to  re- 
build balance  sheets  helped  lead  to  a  credit  crunch,  that  clearly 
deepened  our  last  economic  recession  and  delayed  our  recovery. 

That  is  now  behind  us.  Considerable  progress  has  been  made,  as 
we  will  hear  from  the  various  regulators  today. 

I  think  it's  essential  that  we  not  only  review  carefully  this  period 
that  we've  been  through,  but  draw  from  it  the  lessons  that  we  need 
to  make  sure  that  we  take  every  possible  step  to  forestall  a  disaster 
of  this  kind  from  ever  occurring  again. 

Failures  of  law  and  regulation  were  numerous.  This  Committee 
was  forced  to  address  those  in  a  series  of  strong  legislative  meas- 
ures, particularly  the  FIRREA  legislation  of  1989,  and  FDICIA  in 
1991,  which  included,  among  many  things,  a  set  of  enhanced  regu- 
latory authorities,  a  minimum,  but  much  stronger,  supervisory  and 
examination  standards,  and  a  system  of  prompt  corrective  action. 
I  think  these  things,  together  with  other  factors,  have  gone  a  long 
way  toward  helping  the  industry  get  on  a  more  stable  footing  and 
to  be  in  a  position  to  remain  there  on  into  the  future. 

We  expect  now,  in  terms  of  reviewing  where  we  are  today,  to  find 
we  have  much  better  news  to  examine. 

The  second  quarter  data  that  were  released  recently  by  the  OTS 
for  thrifts  in  the  country,  and  I  understand  we're  getting  informa- 
tion that  will  be  released  this  morning  by  the  FDIC  for  banks  as 
well,  together  show  profits  at  or  near  record  levels  and  capital  ra- 
tios among  the  highest  in  recent  decades. 

There's  been  a  very  strong  balance  sheet  recovery  and  also  a 
strong  earnings  recovery,  and  they  obviously  relate  to  one  another. 

The  Bank  Insurance  Fund,  for  its  part,  is  now  on  the  verge  of 
complete  recovery  and  our  credit  unions  continue  to  grow  and  are 
in  a  strong  position. 

But,  as  we  know  from  experience,  past  problems  have  often  de- 
veloped during  prosperous  times.  So,  I  think  the  most  important 
Cart  of  today's  hearing  will  focus  not  just  on  the  progress  that's 
een  made  and  the  much  more  solid  footing  we  now  see,  but  to  try 
as  wisely  as  we  can  to  look  ahead  to  see  where  the  regulators  think 
the  principal  risks  might  lie  in  the  future. 


We  have  a  very  dynamic  system  and,  clearly,  we  are  in  a  full- 
blown global  economy,  so  this  poses  new  questions  and  issues  all 
the  time.  I  think  it's  essential  that  we  tee  those  issues  up,  under- 
stand what  thev  are,  and  be  vigilant,  both  within  the  regulatory 
apparatus  and  here  in  Congress  in  our  oversight  capacity,  in  un- 
derstanding these  things,  attempting  to  foresee  problems,  and  deal- 
ing with  them  as  appropriately  as  we  can  before  they  become  en- 
gulfing problems. 

I  think,  in  that  area,  certain  items  deserve  discussion  today, 
which  include  derivatives,  disparities  in  bank  and  thrift  insurance 
premiums,  and  capital  regulations  for  insurance  rate  risk,  among 
other  issues. 

We'd  be  pleased  to  hear  from  our  witnesses  shortly. 

I  know  Senator  D'Amato  is  intending  to  be  here,  but  I  think  he's 
been  delayed.  I  expect  him  shortly.  I  know  Senator  Murray  has  to 
leave  shortly  and,  after  I  call  on  you.  Senator  Bond,  I'll  go  to  Sen- 
ator Murray,  with  the  forbearance  of  Senator  Shelby,  and  then  go 
right  down  the  table. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman,  for  holding 
this  important  hearing  on  the  condition  of  the  banking  and  thrift 
industries. 

I  must  apologize.  I've  been  called  to  make  another  presentation 
at  10:30,  so  I'm  going  to  have  to  review  the  written  testimony  as 
presented,  and  also  the  record  of  the  hearing. 

I  do  want  to  indicate  that  I  wish  to  be  recorded,  when  the  vote 
is  held,  in  favor  of  the  nominations  of  Mr.  Larson  and  Mr. 
Diamonstein. 

Clearly,  as  you  pointed  out,  this  panel  has  had  some  very  inter- 
esting times  looking  at  the  financial  institutions  in  the  United 
States.  We  have  had  some  more  than  exciting  periods  when  we 
have  had  to  work  with  the  regulators  in  attempting  to  fashion  leg- 
islative, as  well  as  administrative  reforms. 

It's  always  gratifying  to  hear  Chairman  Greenspan  and  the  other 
experts  come  oefore  us.  I  note  in  the  morning  paper  where  there 
is  a  discussion  of  the  interest  rates.  There's  also  a  discussion  of 
what  the  OCC  is  doing  in  the  Community  Reinvestment  Act. 

This  hearing  is  not  only  the  culmination  of  reviews  of  issues  that 
have  affected  the  related  industries  in  this  past  year,  but  I  see  this 
as  an  opportunity  for  us  to  build  a  foundation  for  possible  legisla- 
tive action  next  year. 

I,  too,  am  interested  in  hearing  the  testimony  on  derivatives,  reg- 
ulatory burden,  and  the  Community  Reinvestment  Act.  As  I  under- 
stand it,  the  OCC  is  moving  toward  more  results-oriented  regula- 
tion and  community  reinvestment  to  cut  down  on  paperwork  to  see 
that  the  job  gets  done.  I  think  that's  a  move  in  the  right  direction. 

Regulatory  burdens — we've  taken  some  small  steps,  but  I  think, 
if  you  listen  to  the  people  in  the  industry  in  my  State  and  other 
States,  you'll  hear  that  there  are  a  lot  more  opportunities  where  we 
can  progress. 

With  respect  to  derivatives,  it's  my  belief  that  had  derivatives 
been  fully  available  and  more  appropriately  utilized,  particularly 
by  the  thrift  industry  in  the  late  1970's,  they  could  have  lessened, 


if  not  eliminated,  some  of  the  interest  rate  risk  due  to  the  term 
mismatch  on  the  interest  rates  in  the  savings  and  loan  industry; 
and  I  think  that's  important  to  consider  as  we  take  a  look  at  those 
particular  products  in  the  future. 

Mr.  Chairman,  I  want  to  express  my  personal  appreciation  to 
you,  to  your  commitment  in  both  the  banking  and  housing  indus- 
tries, in  case  this  is  the  last  hearing  we  have  this  year.  Who 
knows,  we  might  even  get  out  sometime  this  fall.  But,  before  we 
do  leave,  I  want  to  express  my  appreciation  to  you,  and  how  much 
I've  enjoyed  working  with  you.  To  the  extent  tnat  we've  been  suc- 
cessful in  this  Committee,  it  has  been  because  of  your  energy,  your 
vision,  and  your  willingness  to  work  on  a  bipartisan  basis  on  many 
of  the  very  difficult  issues  that  have  faced  us. 

I  think  that's  one  thing  that  all  of  us  on  both  sides  of  the  aisle 
can  take  some  pride  in.  We've  been  successful  with  the  passage  of 
the  Community  Development  Banking  Act  and  the  Interstate 
Banking  Efficiency  Act.  We  may  even  get  lucky  and  pass  another 
one  before  this  is  out. 

It  has  truly  been  a  pleasure  to  work  with  you  and  I  appreciate 
the  spirit  and  the  accommodation  which  you  have  shown  to  us.  It 
has  enabled  us  to  accomplish  much  in  some  very  difficult  times. 

Thank  you. 

The  CHAraMAN.  Thank  you  very  much.  I  appreciate  your  com- 
ments and  the  help  you've  given. 

Senator  Murray. 

OPENING  COMMENTS  OF  SENATOR  PATTY  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman.  I  associate  myself 
with  the  comments  made  by  Senator  Bond,  both  in  regards  to  the 
banking  industry  and  his  compliments  of  you  as  Chairman.  I  hope 
this  is  not  our  last  hearing,  because  I  have  really  enjoyed  working 
with  you  as  well. 

I  welcome  our  distinguished  panel  of  guests  and  witnesses  today. 
I'm  pleased  that  we  are  finally  getting  a  chance  to  talk  about  how 
the  economy  is  doing,  how  inflation  has  remained  subdued,  how 
successful  we  have  been  at  lowering  the  budget  deficit,  and  how 
well  the  banking  industry  is  improving  from  the  crisis  of  the 
1980's.  Experience  on  this  Committee  tells  me  we  probably  won't 
stick  to  these  subjects,  but  I  hope  that  we  try. 

Unfortunately,  I  cannot  stay  to  ask  questions  after  the  testi- 
mony. As  the  Chairman  has  pointed  out,  I'm  on  an  Appropriations 
Subcommittee  that  is  meeting  today.  So,  instead  of  making  an 
opening  statement,  I  would  like  to  point  out  two  concerns  I  have, 
and  I  hope  the  panel  will  address  them.  I  will  be  checking  back  to 
hear  what  the  responses  are.  With  your  permission,  I'd  like  to  sub- 
mit the  questions  in  writing,  Mr.  Chairman. 

The  Chairman.  Without  objection. 

Senator  Murray.  The  Chairman  of  the  Federal  Reserve  knows 
how  much  I  respect  and  admire  his  judgment  and  really  appreciate 
his  service  to  this  country.  It's  been  invaluable.  I  really  believe  we 
are  a  richer  Nation  because  of  your  wisdom. 

But,  Dr.  Greenspan,  I  hope  that  you  will  consider  average  Ameri- 
cans when  you  deliberate  on  the  next  rise  in  interest  rates.  We 
have  car  payments,  mortgages,  tuition  loans,  and  these  are  serious 


concerns  for  many  American  families  today.  I  know  you  have  your 
eye  on  inflation,  but  I  have  to  tell  you  I  get  a  lot  of  mail  from 
friends  at  home,  and  every  time  I  go  into  the  grocery  store,  some- 
body stops  and  taps  me  on  the  shoulder  and  asks  me  not  to  raise 
interest  rates. 

I  assure  them  I  don't  vote  on  this  issue,  but  I  promise  them  that 
I  will  pass  on  their  concerns  to  someone  who  does  have  some  con- 
trol over  that.  I  would  like  to  address  that  concern  to  you  and  com- 
municate a  growing  concern  among  many  of  my  constituents  about 
the  rising  interest  rates. 

Mr.  Chairman,  I  have  one  other  issue  which  I  hope  that  Mr. 
Hove  will  address  in  his  comments  or  during  the  time  that  he  has 
to  respond  to  questions,  and  that's  regarding  the  nomination  of  the 
head  oftheFDIC. 

I  don't  want  to  imply  that  you  haven't  done  an  incredible  job,  Mr. 
Hove,  under  veiy  difficult  circumstances,  but  I  am  concerned  that 
we  have  not  confirmed  a  permanent  head  of  the  FDIC. 

We  have  gone  through  a  savings  and  loan  crisis  in  this  Nation 
and  the  taxpayers  are  still  footing  the  bill  because  some  people 
were  irresponsible.  I'm  pleased  that  Washington  State  did  not  con- 
tribute to  that.  We  have  one  of  the  best  records  and  one  of  the 
healthiest  savings  bank  industries  in  the  country,  but  that  concern 
remains  out  there. 

I  want  to  speak  up  right  now,  as  a  Member  of  this  Committee, 
for  the  record.  I'm  very  concerned  about  a  number  of  the  issues  fac- 
ing the  FDIC  in  the  future,  especially  the  upcoming  disparity  be- 
tween the  BIF  and  SAIF. 

I'm  very  concerned,  indeed,  that  a  woman's  life  has  been  on  hold, 
as  she's  waited  for  confirmation.  She's  a  woman  with  an  impressive 
record  and  we  need  her  in  this  office. 

Mr.  Chairman,  I  have  heard  that  the  concern  regarding  holding 
up  her  nomination  is  that  she  is  a  friend  of  Bill  and  Hillary  Clin- 
ton. I  asked  her  about  this  and  she  said  she  met  them  maybe  10 
times  in  her  life,  never  in  a  room  with  less  than  200  people  in  it. 
If  that's  considered  a  friend  of  Bill  and  Hillary  and  reason  to  hold 
up  nominations,  I  think  we  have  a  serious  concern  about  nominees 
before  the  U.S.  Senate. 

I  would  like  Mr.  Hove  and,  frankly,  all  of  the  panel,  to  address 
the  question  I  am  posing  here,  and  I  hope  it's  addressed  directly. 
Is  this  country  being  well  served  by  the  Senate's  confirmation  proc- 
ess? Is  the  FDIC  and,  by  proxy,  all  American  depositors,  being  well 
served  by  this  body  failing  to  confirm  for  2  years  a  permanent  head 
of  the  FDIC?  What  is  the  risk  of  continuing  on  this  course? 

I  will  be  listening  for  your  responses  and  I  appreciate  the  time, 
Mr.  Chairman. 

The  Chairman.  Thank  you  very  much.  Senator  Murray. 

Senator  Mack. 

OPENING  COMMENTS  OF  SENATOR  CONNIE  MACK 

Senator  Mack.  Thank  you,  Mr.  Chairman.  I  find  myself  in  the 
same  situation  as  a  number  of  other  Members  of  this  Committee 
with  other  things  going  on  this  morning.  I  also  have  a  10:30  meet- 
ing that  I  need  to  attend,  but  I  wanted  to  come  by  and,  fi-ankly, 
express  publicly  to  you,  because  I  had  not  done  this  before  during 


our  hearings,  that  I  have  served  on  this  Committee  for  those  6 
years.  I  just  want  to  say  to  you  how  much  I  appreciate  the  way  you 
have  conducted  the  hearings  over  the  6  years,  the  thoroughness  in 
which  you  pursued  issues,  regardless  of  where  the  outcome  may  be, 
and  the  fairness  in  which  you  took  your  position. 

Again,  one  of  the  areas  that  I  have  had  particular  interest  in  has 
been  trying  to  reduce  the  regulatory  burden  on  the  Nation's  bank- 
ing system.  I  appreciate  the  cooperative  manner  that  we've  pur- 
sued those  issues  this  year,  and  indicate  to  you  that  we  are  clearly 
going  to  miss  you. 

I  wish  you  all  the  best  of  luck  in  your  future  endeavors,  and  we 
will  miss  you  here. 

The  Chairman.  Thank  you.  I'll  miss  you,  too. 

[Laughter.] 

Senator  Mack.  We'll  let  that  go. 

[Laughter.] 

The  Chairman.  No,  I  mean  that  quite  genuinely.  We've  had  an 
excellent  bipartisan  relationship  here.  I  think  those  of  us  who  have 
served  over  a  period  of  years,  and  I'm  finishing  28  years  and,  of 
course,  that  covers  House  service  as  well,  have  learned  to  work  co- 
operatively on  a  bipartisan  basis. 

You,  of  course,  served  earlier  in  the  House.  I  think  those  of  us 
who  have  had  the  occasion  to  do  that — I,  of  course,  have  served  in 
both  parties — makes  it  maybe  a  little  easier  to  think  in  a  biparti- 
san way. 

But 

Senator  Mack.  I  would  say  to  the  Chairman  that  while  I  didn't 
serve  in  both  parties,  I  have  been  a  Member  of  both  parties. 

The  Chairman.  Yes.  Yes.  But  I  think  it's  important  that  while 
we  belong  to  parties,  there  are  some  greater  requirements  here. 
Figuring  out  a  way  to  work  cooperatively  on  a  bipartisan  basis  is 
essential  to  making  the  American  system  work.  I'm  very  proud  of 
the  fact  that  in  this  Committee,  over  the  6  years  that  Ive  been 
Chairman,  to  my  recollection,  I  think  we've  only  had  one  vote  that 
was  cast  on  a  partisan  line  basis.  I  think  on  every  other  occasion 
we've  worked  cooperatively,  produced  bipartisan  majorities,  and 
worked  our  way  through  a  number  of  very  difficult  issues.  I  think 
we  have  achieved  together  a  legislative  record  of  which  we  can  be 
justly  proud. 

I  will  miss  the  Senator  from  Florida  both  as  a  colleague  on  this 
Committee  and  also  as  a  friend. 

Senator  Shelby. 

OPENING  COMMENTS  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Mr.  Chairman,  I  would  be  remiss  if  I  didn't  tell 
you  I've  enioyed  being  with  you  on  this  Committee  for  8  years  now, 
6  that  youve  been  the  Chairman.  The  first  2  years  Senator  Prox- 
mire  was  the  Chairman.  You  have,  I  think,  overall,  been  fair  to 
both  sides  of  the  aisle,  and  we  have  achieved  a  number  of  things. 

One  thin^  that  I  won't  miss  after  you  leave,  though,  is  all  the 
early  morning  hearings.  If  we  could  just  have  them  a  little  bit 
later. 

You  have  worked.  You've  worked  hard.  You've  had  a  lot  of  defini- 
tive hearings  before  this  Committee  with  some  of  the  same  people 


that  are  here  today  that  say  a  lot,  that  do  a  lot,  and  it  means  a 
lot  to  our  economy  and  to  our  banking  system. 

I  wish  you  well,  whatever  you  do. 

The  Chairman.  Thank  vou. 

Senator  Shelby.  Last,  before  I  get  into  some  other  remarks,  I  do 
hope  this  is  our  last  Banking  Committee  hearing  this  year,  and  I 
hope  that  we'll  soon  be  out  of  here  as  a  session  and  adjourn  sine 
die. 

Having  said  that,  Mr.  Chairman,  I  want  to  welcome  the  distin- 
guished group  of  panelists  appearing  before  the  Committee  today. 
They're  no  strangers  to  this  Senate  Banking  Committee.  I'm 
pleased  we  will  have  the  opportunity  here  today  to  hear  your  views 
on  several  pressing  issues  affecting  the  banking  and  thrift  indus- 
tries. 

Chairman  Greenspan,  it's  always  a  pleasure  to  have  you  to  tes- 
tify before  this  Committee.  I  believe  by  adverse  possession,  you 
might  belong  here  in  some  way. 

[Laughter.] 

It's  my  hope  that  vou  will  be  able  to  address  some  of  the  broader 
concerns  that  I  and  others  have  about  the  ongoing  role  and  the 
independence,  which  is  very,  very  important,  of  the  Federal  Re- 
serve. 

Mr.  Chairman,  I'm  a  staunch  believer,  a  staunch  believer  that 
the  Federal  Reserve  must  maintain  its  important  and  politically 
independent  role  of  formulating  and  implementing  U.S.  monetary 
policy  if  we're  to  achieve  long-term  growth  and  economic  stability. 
Long-term  growth  and  economic  stability  are  very  important. 

I  look  forward  to  hearing  from  all  of  you  today. 

Thank  you. 

The  Chairman.  Thank  you,  Senator  Shelby. 

Senator  Faircloth. 

OPENING  STATEMENT  OF  SENATOR  LAUGH  FAIRGLOTH 

Senator  Faircloth.  Thank  you,  Mr.  Chairman.  I  want  to,  with- 
out making  you  feel  like  a  pancake  by  pouring  more  syrup  on 
you 

[Laughter.] 

— I  want  to  say  that,  in  the  short  2  years  that  I  have  been  here, 
it's  been  a  total  pleasure  to  work  with  you.  You  have  done  an 
amazingly  gracious  and  firm  job  of  directing  the  Committee.  I  think 
particularly  your  handling  of  the  hearings  that  were  held  on  the 
Whitewater  affair  was  an  exemplary  example  of  fairness  in  how  to 
conduct  a  hearing. 

I  just  want  to  tell  you  that  I  was  proud  to  be  part  of  it  and  to 
have  kno^^^l  you,  and  certainly  wish  you  well  in  whatever  endeavor 
you  head  into. 

The  Chairman.  Thank  you  very  much. 

Senator  Faircloth.  Dr.  Greenspan,  I  especially  welcome  you, 
and  always  do.  I  want  to  thank  you  for  the  job  you're  doing  in  con- 
taining inflation.  As  you  well  know,  I  see  that  as  one  of  the  great- 
est dangers  of  fiscal  integrity  this  Nation  faces  and  I  think  you're 
doing  a  great  job  of  keeping  your  finger  and  arm  in  the  dike,  and 
I,  as  a  citizen,  appreciate  the  job  you've  done  for  America,  and  are 
continuing  to  do. 
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Mr.  Chairman,  under  your  leadership  and,  certainly,  that  of  the 
Senior  Minority  Member,  Senator  D'Amato,  it  has  been  a  good  year 
for  the  banking  industry  and  the  financial  services  industry. 

We've  moved  forward,  but  we  need  to  continue  to  move  forward 
and  make  two  things  happen.  We  need  to  continue  to  streamline 
the  paperwork  and  regulatory  burden  faced  by  banks  and  thrifts. 

The  fundamental  reality  is  that  we  live  in  a  world  economy.  Cap- 
ital is  the  lifeblood  of  that  world  economy  and  market  forces  direct 
it.  World  capital  markets  simply  will  not  cut  slack  for  an  industry 
that's  overburdened  with  paperwork,  even  if  it  is  created  by  the 
Government. 

Today,  money  can  move  from  banks  to  brokerage  to  insurance 
companies  or  around  the  world  with  a  few  strokes  on  a  computer 
keyboard.  If  we  make  our  capital  markets  more  inefficient  than  our 
international  competitors,  then  capital  will  simply  go  elsewhere. 
Socially  desirable  goals  will  not  be  met  and  our  society  will  simply 
be  poor  as  a  result  of  it.  So  we  need  to  continue  to  move  forward 
with  comprehensive  financial  service  reform  that  recognizes  reality. 

A  number  of  the  Senators  have  mentioned  derivatives.  I  think 
it's  a  financial  tool  that's  understood  very  little  in  the  general  pub- 
lic, not  a  lot  better  in  a  large  segment  of  the  business  community, 
and  certainly  not  by  Congress.  I  would  fear  writing  rules  and  regu- 
lations that  would  restrict  the  freedom  to  operate  for  financial  in- 
stitutions with  derivatives  or  whatever,  because  we  simply  don't 
understand  them.  I  hope  we  will  be  careful  in  what  we  do  and 
move  forward,  but  not  start  writing  rules  and  regulations  for  some- 
thing that  we  don't  understand. 

Second,  I  feel  entirely  different  from  Senator  Murray.  I  think  the 
first  rounds  of  the  Whitewater  hearings,  if  it  taught  us  anything, 
it  was  that  we  need  total  independence  in  the  bank  regulatory  sys- 
tems and  independence  from  anybody  that  might  affect  their  deci- 
sion. 

Certainly  the  FDIC  is  currently  investigating  the  Rose  Law  Firm 
and  Madison  Guaranty  Savings  and  Loan,  and  I  don't  see  any  way 
that  President  Clinton's  nominee  to  head  the  FDIC,  Ricki  Tigert, 
who  testified  in  front  of  this  Committee  of  her  long  and  personal 
friendship  with  the  Clintons  for  8  years,  and  was  quoted  in  Time 
and  other  magazines  by  Ms.  Clinton  as  one  of  her  favorite  hanging- 
out  friends,  should  be  confirmed.  I  simply  think,  at  this  time,  witn 
the  cloud  that  is  over  the  Administration,  they  need  to  withdraw 
the  nomination  of  Ricki  Tigert  and  come  forth  with  a  new  person. 
I  think  we  need  somebody  heading  the  FDIC  that  still  thinks  FOB 
means  Freight  On  Board  and  not  Friend  Of  Bill. 

Based  on  the  hearings  we  just  held,  it  seems  clear  that  there  was 
direct  involvement  of  tne  White  House  legal  counsel  and  others  in 
advising  Roger  Altman  and  Ricki  Tigert  on  how  to  react  and  re- 
quest to  recuse  themselves.  This  makes  her  reluctance  to  recuse 
herself,  the  convoluted  logistics,  and  the  nature  of  a  recusal  more 
troubling.  We  do  not  need  an  FDIC  chairman  who  has  to  recuse 
herself  from  conflicts  of  interest  before  she  even  starts  the  job.  We 
need  someone  who  is  independent  and  who  can  and  will  go  after 
any  wrong-doing  wherever  they  find  it. 

I  don't  know  that  I've  ever  heard  of  anybody  having  to  go  to  the 
ethics  board,  as  she  mentioned  she  would,  to  see  whether  she  need- 


ed  to  recuse  herself.  Most  people  in  Grovernment,  if  they  need  to 
check  with  a  board  to  see  whether  they  have  an  ethics  problem  or 
not,  have  an  ethics  problem. 

We  do  not  need  another  Roger  Altman.  Ricki  Tigert  is  the  wrong 
person  for  the  wrong  job  and  it's  the  wrong  time  for  her  to  be  there. 
I  hope  the  President  will  withdraw  her  nomination  and  a  new 
nominee  with  no  personal  ties  to  the  Clintons  or  to  the  Rose  Law 
Firm  will  be  submitted. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  cannot  top  my  friend  from  North  Carolina  with  the  colorful 
phrase.  To  compare  you  to  a  pancake  is  probably  the  most  memo- 
rable thing  that  will  be  said  in  this  entire  hearing. 

[Laughter.] 

The  Chairman.  Don't  hold  back  on  the  syrup,  if  you  would. 

[Laughter.] 

Senator  Bennett.  I  didn't  intend  to.  As  the  Member  of  the  Mi- 
nority Party  with  the  least  seniority  on  this  Committee,  I  can  say 
that  you  have  treated  me  with  the  kind  of  respect  that  I  think  you 
probably  g^ant  to  the  most  senior  Member  of  your  own  party,  that 
there  has  been  no  difference  in  your  even-handedness  and  your 
friendship  and  your  willingness  to  counsel  and  guide  somebody  who 
needs  a  little  bit  of  help  starting  out. 

I'm  personally  very  grateful  to  you. 

The  Chairman.  Thank  you. 

Senator  Bennett.  This  has  been  a  good  Committee  to  be  on.  Ev- 
erybody has  said  that  and  I  shan't  repeat  the  details  that  every- 
body has  already  put  in  the  record,  but  I  do  want  to  add  my  per- 
sonal statement  about  how  valuable  an  experience  it  has  been. 

Now,  I  bring  you  the  experience  of  my  predecessor  and  grade 
school  classmate  and  your  predecessor  in  the  chair,  Jake  Gam,  who 
assures  me,  and  through  me,  I  assure  you,  there  is  life  after  the 
U.S.  Senate,  that  Senator  Garn  is  enjoying  his  life  and  he  says  one 
of  the  things  that  he  enjoys  the  most  out  of  no  longer  being  a  Sen- 
ator is  the  time  he  gets  to  spend  with  his  wife  and  family. 

I  know  you're  working  on  an  even  younger  family  than  he  has, 
so  I  give  you  that  to  look  forward  to.  I'm  sure  that  was  one  of  the 
major  reasons  for  your  decision  to  not  seek  re-election,  that  you 
would  have  that  opportunity. 

Jake  says  it's  all  worth  it.  He  says,  "One  of  the  things  I  enjoy 
the  most  about  no  longer  being  a  Senator  is  the  amount  of  time  I 
can  spend  with  Kathleen." 

As  one  who  is  your  senior  in  total  age,  if  not  in  the  Senate,  I  can 
tell  you  that  starting  a  new  career  at  this  age  is  a  fun  thing  to  do. 

Like  my  colleagues,  I  wish  you  well  and  again,  my  personal 
thanks  to  you. 

The  Chairman.  Thank  you  very  much.  I  may  seek  your  guidance 
as  I  start  this  new  chapter. 

I  must  say,  and  I  know  Senator  Murray  understands  this,  too, 
particularly  because  she  also  has  a  young  family,  children  not  quite 
as  young  in  age  as  mine,  but  the  nature  of  Senate  life  is  that  if 
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you  have  two  children  at  home — our  youngest  are  9V2  and  2V2 — 
it's  very  rare  that  we  are  able  to  have  dinner  together  during  the 
week,  or  even  that  I'm  able  to  see  the  children  before  they  go  to 
bed  at  night. 

One  might  say,  "Well,  don't  run  for  the  Senate  if  you  have  small 
children."  But  I'd  like  to  think  that  we  can  work  things  out  in  a 
way  where  maybe  this  life  could  accommodate  families  a  little  bit 
better.  That's  not  an  easy  situation  with  our  rules  being  what  they 
are,  but  thank  you  for  your  personal  comments,  I've  really  enjoyed 
having  you  on  the  Committee  and  I  think  you're  a  tremendous  ad- 
dition to  the  Senate,  generally,  if  I  may  say  so. 

Senator  Bennett.  You  may. 

[Laughter.] 

Thank  you.  I  do  want  to  mildly  disagree — maybe  not  mildly.  I 
want  to  disagree  with  my  friend  from  North  Carolina.  I  voted  for 
Ricki  Tigert  the  first  time  through  and  am  prepared  to  vote  for  her 
again. 

I  think  we  cannot  take  the  position  that  just  because  someone 
knows  the  President  and  First  Lady,  they're  automatically  disquali- 
fied. I've  heard  from  enough  of  my  Republican  friends  as  to  Ms. 
Tigert's  qualifications,  that  I'm  satisfied  she  would  be  even-handed 
in  that  position  and  I'm  prepared  to  vote  for  her  again. 

We  can  disagree  and  remain  fi-iends  on  that  issue  and  I'm  look- 
ing forward  to  hearing  the  testimony  today. 

The  Chairman.  I  strongly  support  her  nomination  as  well.  I  un- 
derstand there  are  differences  of  opinion  on  it. 

Senator  Moseley-Braun. 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 
I  had  to  go  to  make  a  quorum  in  the  Judiciary  Committee,  so  I'm 
delighted  to  be  back. 

I  see  our  witnesses  have  not  yet  testified,  and  I'm  delighted  not 
to  have  missed  any  of  their  observations  this  morning. 

Mr.  Chairman,  the  subject  of  today's  hearing,  the  condition  of  the 
banking  and  thrift  industries,  is  an  important  one  and  one  that  I 
congratulate  you,  therefore,  for  having  this  hearing  on.  As  you've 
done  through  my  entire  tenure  here,  you've  allowed  us  an  oppor- 
tunity to  learn,  to  share  information,  and  to  communicate  with  the 
people  who  make  things  happen  in  financial  services  industries.  I 
think  that  is  a  tremendous  public  service  and  one  that  I  hope  will 
continue  after  your  tenure  is  over,  that  the  next  chairman  will  be 
as  open  and  as  activist  a  chairman  as  you  have  been.  It  certainly 
has  been  a  help  to  me  as  a  freshman  Member  of  this  Committee. 

Obviously,  the  banking  and  thrift  industries  play  a  vital  role  in 
our  economy.  They  are  a  real  part  of  the  lives  of  so  many  Ameri- 
cans who  use  them  as  the  repository  of  their  savings,  who  use  the 
credit  cards  they  issue  for  so  many  purposes,  who  are  able  to  own 
their  own  homes  because  of  the  home  mortgages  they  originate, 
who  buy  cars  using  the  auto  loans  they  make,  who  obtain  loans  for 
the  businesses  from  these  institutions  that  create  jobs,  and  who 
use  these  financial  institutions  issues  and  the  business  loans  they 
make  to  provide  a  variety  of  other  needed  financial  services. 
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We  have  a  distinguished  gnroup  of  witnesses  before  us  this  morn- 
ing to  discuss  the  state  of  the  banking  and  thrift  industry,  how 
their  roles  are  changing,  and  what  the  future  holds  for  these  depos- 
itory institutions  and  for  our  economy  generally,  and  I  look  forward 
to  the  hearing  and  their  testimony. 

At  the  outset,  I  want  also  to  thank  you,  Mr.  Chairman,  for  the 
help  you  provided  in  ensuring  that  the  Financial  Services  Commis- 
sion legislation  I  had  authored  was  included  in  the  final  version  of 
the  Interstate  Banking  Bill  that  is  now  on  its  way  to  the  Presi- 
dent's desk  for  signature. 

I  think  the  study  this  provision  calls  for,  a  comprehensive  review 
of  our  Nation's  financial  system  from  the  perspective  of  our  econ- 
omy and  the  users  of  that  system — consumers,  farmers,  businesses, 
ana  others  that  so  depend  on  it — is  greatly  needed  because  of  the 
huge  changes  sweeping  the  banking  and  thrift  industries,  the  fi- 
nancial services  industry  generally  and,  indeed,  our  entire  econ- 

There  are  new  products,  new  competitors,  and  new  ways  of  deliv- 
ering financial  services  that  were  not  even  imagined  when  much  of 
the  Federal  regulatory  system  was  originally  put  together. 

It  is  time,  it  seems  to  me,  to  take  a  nard  look  at  how  these  exist- 
ing Federal  policies  are  handling  those  revolutionary  changes.  We 
need  to  see  whether  changes  need  to  be  made  and  if  so,  what  kinds 
of  changes  are  most  likely  to  help  ensure  that  the  financial  services 
industry  will  be  able  to  meet  the  need  of  all  of  our  people  in  a  safe 
and  efficient  manner,  without  putting  the  Federal  taxpayer  at  risk 
and  in  ways  that  will  help  stimulate  and  help  our  economy  to  con- 
tinue to  grow  to  help  us  to  continue  to  be  competitive  internation- 
ally. 

As  we  consider  the  condition  of  the  banking  industry,  however, 
Mr.  Chairman,  we  need  to  consider  the  fact  that  this  Committee, 
and  the  Senate  generally,  has  a  responsibility  to  see  that  Federal 
regulatoiy  agencies  have  the  kind  of  strong  leadership  necessary  to 
meet  their  responsibilities. 

In  the  case  of  the  Federal  Deposit  Insurance  Corporation,  that 
means  that  I  think  we  need  to  get  a  chair  who  has  been  named 
by  the  President  and  confirmed  by  the  Senate  quickly  into  place. 

The  FDIC  has  been  left  without  an  acting  chairman  for  over  2 
years  now.  That  fact,  it  seems  to  me,  is  a  travesty.  We  have  a  very 
well  qualified  candidate  that  this  Committee  acted  on  a  long  time 
ago,  one  who  was  recommended  to  the  Administration  by  the  dis- 
tinguished chairman  of  the  Federal  Reserve  Board,  who  is  before 
us  this  morning,  and  by  Beryl  Sprinkle,  the  chairman  of  the  Coun- 
cil of  Economic  Advisers  in  the  prior  Administration. 

That  candidate,  Ricki  Tigert,  has  the  experience,  the  expertise, 
and  the  ability  to  lead  the  FDIC.  She  deserves  a  chance  to  do  so. 
She  has  the  support  of  a  clear  majority  of  this  Committee.  In  fact, 
I  am  not  aware  of  any  reason  that  goes  to  her  qualifications  or  her 
abilities  that  would  suggest  she  is  not  fit  to  serve  as  the  head  of 
the  FDIC  and  yet,  Mr.  Chairman,  she  is  still  not  confirmed. 

Ricki  Tigert  has  sacrificed  a  lot  to  go  into  public  service  and  to 
contribute  to  the  public  as  a  whole.  She  has  given  up  all  of  her 
banking  work  at  her  law  firm,  which  has  been  the  overwhelming 
bulk  of  her  practice.  She's  gone  on  salary  there,  even  though  she's 
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a  partner  at  the  firm,  in  order  to  prevent  even  the  appearance  or 
any  hint  of  a  suggestion  that  she  would  benefit  firom  this  appoint- 
ment, benefit  personally. 

Frankly,  it  seems  to  me,  that  in  human  terms,  on  a  very  personal 
level,  as  in  do  to  others  as  one  would  have  done  to  themselves,  the 
continuing  hold  on  her  nomination  for  reasons  that  have  absolutely 
nothing  to  do  with  her  or  her  unquestionability  and  unquestioned 
integrity,  is  unfair,  Mr.  Chairman,  and  unconscionable. 

Moreover,  Mr.  Chairman,  it  is  an  abdication  of  our  own  respon- 
sibilities. The  FDIC  should  never  have  to  go  for  over  2  years  with- 
out an  acting  leader.  If  we  do  not  act  on  the  Tigert  nomination  be- 
fore this  Congress  adjourns  for  the  year,  it  will  likely  be  at  least 
6  more  months  before  we  act  on  her  confirmation  next  year.  That 
would  be  nothing  short  of  disgracefiil. 

The  FDIC  is  at  the  heart  of  our  system  of  bank  regulation.  It  is 
the  guardian  of  the  life  savings  of  millions  and  millions  of  Ameri- 
cans. It  is  the  guardian  of  the  taxpayers'  interest  in  seeing  that  we 
never  have  a  repetition  of  the  kind  of  insurance  fund  debacle  that 
we  saw  in  the  1980's. 

The  FDIC  needs  permanent  leadership.  It  needs  a  chair  who  has 
been  confirmed  by  the  Senate  to  head  the  organization.  We  need, 
I  think,  to  act  on  the  nomination  of  Ricki  Tigert  to  be  the  new  chair 
of  the  FDIC  now,  before  we  adjourn.  It  is  our  responsibility.  It  is 
our  obligation  and  our  duty  to  do  so. 

I  would  encourage,  Mr.  Chairman,  that  we  do  everything  possible 
to  see  to  it  that,  with  Senator  Bennett's  clout  in  the  Senate,  when 
we  adjourn  on  the  5th  of  October,  certainly  before  we  adjourn  for 
the  holiday  season,  that  this  nomination  is  completed  and  that  we 
have  finished  Senate  action  on  it.  The  FDIC  and  the  issues  are  too 
important  and,  frankly,  in  my  opinion,  the  opposition  to  her  nomi- 
nation is  too  specious  to  allow  it  to  continue  much  longer. 

I  understand  that  the  Senate  and  the  Members  of  it  have  certain 
prerogatives  when  it  comes  to  nominations,  but  there  is  also  an 
abuse  of  those  prerogatives  that  can  happen.  I  daresay,  Mr.  Chair- 
man, in  my  opinion,  abuse  is  what  we  have  witnessed  in  this  case. 

I  would  like  very  much  if  the  Members  who  have  withheld  their 
support  of  this  nomination  would  reconsider  and  would  consider  for 
a  moment  how  they  would  feel  if  they  were  in  those  very  shoes, 
and  the  old  basic  human  decency  and  basic  moral  imperative  in  a 
situation  like  this,  that  they  would  withdraw  such  opposition  and 
that  we  would  be  allowed  to  do  the  people's  business  and  proceed 
with  this  confirmation. 

The  Chairman.  Thank  you,  Senator  Moseley-Braun. 

Chairman  Greenspan,  you're  our  senior  official  here.  We're  going 
to  start  with  you  this  morning.  We'll  make  your  full  statement  a 
part  of  the  record.  We're  delighted  to  have  you  back  with  us  again. 

You  and  I  were  reminiscing  before  we  started  that  maybe  the 
first  time  we  met  in  any  official  way  was  the  dav  you  took  me  into 
Gerald  Ford's  office  when  he  was  President  and  we  sat,  the  three 
of  us  together  there,  to  talk  about  inflation,  among  other  things, 
and  just  economic  growth  in  the  country. 

I  have  many  fond  memories  as  I  call  on  you  for  your  comments 
now. 


13 

OPENING  STATEMENT  OF  ALAN  GREENSPAN,  CHAIRMAN 
BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  DC 

Mr.  Greenspan.  Thank  you  very  much,  Mr.  Chairman.  My  recol- 
lection of  that  period  is,  being  20  years  ago,  I  had  more  hair,  but 
you  haven't  changed. 

[Laughter.] 

I'm  certainly  pleased  to  be  here  to  discuss  the  condition  of  the 
U.S.  banking  system,  especially  at  a  time  when  the  industry's  per- 
formance appears  to  be  so  robust.  But  first,  Mr.  Chairman,  I  want 
to  take  this  opportunity  to  personally  thank  you  for  the  working  re- 
lationship we  nave  enjoyed  over  the  years.  You  have  probed  the 
basis  of  economic  policy  with  impressive  insight  and  while  at  times 
we  have  disagreed,  as  President  Ford  used  to  say,  never  to  the 
point  of  being  disagreeable.  You  will  be  leaving  the  U.S.  Senate 
shortly  with  an  impressive  list  of  legislative  accomplishments. 
Under  your  leadership  during  a  period  of  unusual  turmoil  and 
challenge,  the  Banking  Committee  has  focused  importantly  on  the 
safety  and  soundness  of  the  American  depository  institutions  and 
on  the  protection  of  the  Federal  Deposit  Insurance  Funds.  It  has 
also  begun  the  process  of  modernizing  the  banking  system. 

As  you  know,  Mr.  Chairman,  the  improvement  in  the  condition 
of  the  U.S.  banking  system  since  1991  has  been  truly  amazing. 
From  the  end  of  1991,  the  banking  industry  has  written  off  almost 
$50  billion  of  bad  credits,  rebuilt  and  maintained  its  loan  loss  re- 
serves, issued  net  $6  billion  of  equity  and  $12  billion  of  debt  cap- 
ital, supplemented  such  security  issuance  with  $50  billion  of  re- 
tained earnings,  and  increased  its  total  risk-based  capital  ratio  to 
13.2  percent  and  its  equity  ratio  to  7.8  percent  of  assets,  the  high- 
est in  almost  30  years. 

The  industry  has  also  maintained  profits  both  relative  to  assets 
and  absolutely  at  record  levels. 

At  the  same  time,  the  volume  of  problem  assets  has  declined  by 
almost  $50  billion,  to  1.1  percent  of  assets.  The  number  of  problem 
banks  has  declined  from  over  1,000  to  less  than  350,  with  the  vol- 
ume of  assets  at  problem  banks  declining  from  over  a  half-trillion 
dollars  to  $42  billion.  Moreover,  both  here  and  abroad,  U.S.  banks 
have  continued  to  be  considered  the  most  innovative  in  the  world. 

While  the  industry's  performance  is  highly  encouraging,  experi- 
ence has  shown  that  future  problems — even  when  they  are  impend- 
ing— are  sometimes  overlooked  and  that  banks  need  adequate  gen- 
eral reserves  for  such  occasions. 

At  present,  we  see  no  major  problems  looming,  but  we  should 
recognize  that  the  risks  are  always  there.  The  industry's  average 
reserve  balance,  equal  to  2.4  percent  of  outstanding  loans  and 
leases,  however,  remains  high  by  historical  standards  and,  when 
combined  with  the  improved  asset  quality  and  capital  ratios,  seems 
adequate  to  the  industry  as  a  whole. 

In  recent  months,  I  have  begun  to  receive  reports,  as  others 
have,  from  examiners  and  from  surveys  that  banks  are  competing 
more  aggressively  for  loans,  and  that  tney  are  relaxing  their  stand- 
ards. Lending  margins,  in  particular — and  especially  for  medium 
and  large  corporate  customers — have  declined,  and  loan  covenants 
and  collateral  requirements  have  eased.  These  developments  have 
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benefits  to  the  economy  and,  in  part,  reflect  the  easing  of  standards 
that  had  been  sharply  raised  as  banks  rebuilt  their  capital  posi- 
tions. It  is  too  early  to  know  if  banks  are  easing  excessively,  but 
our  examiners  are  sensitive  to  such  concerns. 

I  would  note,  however,  that  not  only  would  our  economy  suffer 
if  the  banking  system  were  unwilling  to  take  risk,  but  its  basic 
function  and  purpose  would  then  be  open  to  question. 

In  becoming  more  willing  to  lend,  our  banks  are  fulfilling  a  tradi- 
tional function  but,  in  an  environment  of  rapid  technological 
change  and  global  competition,  U.S.  banks,  especially  the  larger 
ones,  have  also  sought  out  new  markets  and  techniques  for  serving 
the  financial  needs  of  their  customers,  including  both  trading  ana 
underwriting  securities. 

Some  observers  have  voiced  concern  about  the  risks  associated 
with  banks  dealing  in  increasingly  complex  instruments.  While 
these  financial  products  are  still  evolving,  we  have  insisted  on  and 
have  been  impressed  by  the  sophisticated  risk  management  and 
control  techniques  and  policies  that  banks  have  used  to  manage 
their  risk  positions. 

It  is  truly  impressive  that  during  the  first  and  second  quarters 
of  this  year,  when  interest  rates  were  rising  sharply,  the  risk  man- 
agement systems  of  the  large  trading  banks  rapidly  came  into  play 
to  adjust  and  balance  positions. 

As  a  result,  most  banks'  trading  operations  have  remained  profit- 
able so  far  this  year,  although  below  the  unsustainably  high  pace 
of  1993. 

Indeed,  of  the  50  largest  banks,  only  three  lost  money  on  their 
trading  activities  in  the  first  half  of  1994,  and  those  losses  were 
quite  small.  Moreover,  the  losses  of  these  three  banking  organiza- 
tions came  from  their  mortgage  securities  rather  than  from  the  ex- 
otic derivative  instruments  that  have  received  so  much  publicity. 

I  make  these  points  neither  to  belittle  the  degree  of  risk  that 
banks  are  taking,  nor  to  suggest  that  no  mistakes  nave  been  or  will 
be  made,  but  rather,  to  underline  the  success  of  banks  in  imple- 
menting, and  the  supervisors  in  insisting  on,  very  sensitive  and  ef- 
fective risk  management  systems. 

In  short,  Mr.  Chairman,  based  on  our  experience  to  date,  these 
risks  appear  to  be  manageable,  although  banks  must  be  vigilant  in 
establishing  and  in  maintaining  sound  internal  controls  and  risk 
management  systems. 

Some  have  suggested  that  bank  trading  and  off-balance  sheet  ac- 
tivities have  been  the  vehicles  by  which  banks  have  maintained 
competitive  positions. 

Indeed,  research  conducted  within  the  Federal  Reserve  System, 
as  well  as  by  the  American  Bankers  Association,  has  suggested 
that,  when  properly  measured,  banking's  share  of  financial  inter- 
mediation has  not  declined  by  as  much  as  is  suggested  by  conven- 
tional indicators. 

Moreover,  by  some  measures,  banks  appear  to  have  more  than 
held  their  own.  This  new  research  attempts  to  incorporate  not  only 
traditional  statistics,  such  as  bank  loans,  but  also  the  estimated 
"credit  equivalent"  amounts  of  the  many  new  off-balance  sheet  ac- 
tivities, estimates  of  certain  off-shore  banking  operations,  and 
other  adjustments  to  the  data  that  attempt  to  account  for  the  ef- 
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fects  of  technological  change  and  globalization.  These  results  are 
interesting  and  provocative,  and  give  quantitative  meaning  to 
something  we  all  know — that  banks  are  adapting  to,  and  partici- 
pating in,  the  changes  sweeping  the  financial  services  industry,  as 
well  as  being  severely  challenged  by  them. 

In  the  last  analysis,  however,  whether  banks  are  expanding, 
holding  their  own,  or  losing  market  share  is  largely  irrelevant,  un- 
less the  changing  share  is  being  driven  by  outdated  legal  barriers 
or  subsidies.  It  has  always  seemed  to  me  that  there  should  only  be 
two  tests  for  evaluating  potential  permissible  activities  at  banking 
organizations:  First,  will  the  activity  facilitate  the  efficient  deploy- 
ment of  assets,  capital,  and  human  resources  to  meet  the  public's 
need  for  financial  services,  and  second,  is  the  risk  acceptable  on 
safety  and  soundness  grounds? 

Our  experience  with  Section  20  affiliates  and  trading  activities  of 
banks  suggests  that  securities  and  trading  activities  meet  these 
tests.  This  experience  also  clearly  demonstrates  that  supervision  by 
the  Securities  and  Exchange  Commission  of  Section  20  affiliates, 
and  the  banking  agencies  of  both  Section  20  affiliates  and  bank 
trading  activities,  has  more  than  met  the  challenges  during  periods 
of  market  stress.  Moreover,  it  seems  obvious  that  the  public  is  well 
served  by  additional  competitors  offering  underwriting  services. 
That  is  why  the  Federal  Reserve  supports  a  general  reform  of 
Glass-Steagall  institutions.  The  benefits  of  so  doing  would  be  par- 
ticularly strengthened  as  banks  use  their  expertise  for  regional  and 
smaller  customers. 

Finally,  Mr.  Chairman,  let  me  once  again  compliment  you  for 
your  contribution  to  public  policy.  You  will  be  greatly  missed. 

Thank  you  very  much. 

The  Chairman.  Thank  you  very  much.  I  am  touched.  Thank  you 
for  those  gracious  personal  comments. 

Comptroller  Ludwig,  let's  go  to  you  next,  please.  We'll  put  your 
full  statement  in  the  record  and  we'd  like  your  comments  now. 

OPENING  STATEMENT  OF  EUGENE  A.  LUDWIG 
COMPTROLLER  OF  THE  CURRENCY,  WASfflNGTON,  DC 

Mr.  Ludwig.  Thank  you,  Mr,  Chairman  and  Members  of  the 
Committee.  I  want  to  thank  you  for  this  opportunity  to  discuss  the 
current  condition  of  the  banking  industry  and  developments  that 
may  affect  the  performance  of  the  industry  in  the  future.  My  writ- 
ten testimony  discusses  the  condition  of  the  industry  in  detail.  In 
the  interest  of  time,  I  will  submit  it  for  the  record  and  summarize 
the  major  points  here. 

I  want  to  limit  my  comments  to  three  major  points.  One,  the  na- 
tional banking  system  is  healthy.  However,  we  remain  watchful  for 
areas  of  possible  concern.  Three  areas  in  which  we  are  currently 
focusing  our  attention  are  underwriting  standards,  interest  rate 
risk,  and  derivatives. 

Two,  the  continued  vitality  of  the  system — the  industry's  long- 
term  safety  and  soundness — rests  upon  enhancing  its  long-term 
competitiveness.  To  achieve  that  end,  we  are  engaged  in  a  wide- 
ranging  initiative  to  modernize  our  regulatory  structure  and  to 
make  our  regulation  more  efficient  and  effective.  Further,  we  are 
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open  to  banks  offering  new  products  and  services  to  their  cus- 
tomers. 

Three,  we  are  committed  to  assuring  that  all  Americans  have  ac- 
cess to  credit. 

Before  I  begin  my  comments  this  morning,  Mr.  Chairman,  I  first 
would  like  to  commend  you,  sir,  for  your  leadership  of  the  Senate 
Banking  Committee  during  a  time  of  great  stress  for  the  banking 
industry. 

Mr.  Chairman,  early  in  your  congressional  career  you  wrote  of 
yourself  in  your  book,  "0  Congress":  'The  only  way  I'm  going  to 
succeed  is  on  the  basis  of  brains  and  hard  work."  Under  your  lead- 
ership, the  Banking  Committee  passed  more  legislation — and  more 
significant  legislation — than  it  passed  at  any  point  since  the  Great 
Depression.  In  response  to  the  most  serious  financial  crisis  this  Na- 
tion had  ever  experienced  in  the  last  60  years,  you  assembled  one 
of  the  most  talented  and  dedicated  Committee  staffs  in  Congress. 
You  and  your  staff  worked  tirelessly  to  reconfigure  the  banking 
landscape. 

Specifically,  your  leadership  secured  the  passage  of  three  bills 
that  restored  faith  in  the  deposit  insurance  system — stopping  and 
reversing  the  decline  of  the  Bank  Insurance  Fund — and  that  im- 
proved the  way  the  Office  of  the  Comptroller  and  the  other  regu- 
lators supervise  these  institutions.  The  three  Acts  were:  The  Finan- 
cial Institutions  Reform,  Recovery  and  Enforcement  Act  of  1989; 
the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of 
1991;  and  the  Riegle  Community  Development  and  Reg^latoiy  Im- 
provement Act  of  1994.  Further,  the  Riegle-Neal  Interstate  Bank- 
ing and  Branching  Efficiency  Act  of  1994  will  stand  among  your 
lasting  legacies. 

Mr.  Chairman,  your  efforts  have  been  instrumental  to  the 
progress  made  toward  eliminating  bias  in  lending  and  promoting 
greater  access  to  banking  services.  Let  me  take  particular  notice  of 
your  abiding  concern  for,  and  many  legislative  accomplishments  on 
behalf  of,  consumers  of  financial  services  and  Americans  in  dis- 
tressed communities.  Because  of  your  leadership,  low-income  com- 
munities and  minority  borrowers  today  have  greater  access  to  cred- 
it than  they  did  when  you  assumed  your  chairmanship.  Bank  cus- 
tomers receive  better  disclosures  of  the  terms  and  conditions  of 
their  investments  and  loans,  and  the  range  of  competitively  priced 
financial  products  and  services  available  to  retail  customers  is 
greater  now  than  ever. 

Your  chairmanship  has  been  meaningful  not  only  to  America's  fi- 
nancial institutions,  but  also  to  its  ordinary  citizens.  That  is  a  leg- 
acy in  which  you  should  take  enormous  pride. 

The  Chairman.  Thank  you. 

Mr.  LUDWIG.  Mr.  Chairman,  it  took  talent  and  it  took  effort,  but 
by  any  measure,  you  succeeded.  For  more  than  a  quarter  of  a  cen- 
tury, the  Nation  has  benefited  enormously  from  your  dedication 
and  service.  We  will  certainly  miss  your  leadership. 

The  Chairman.  Thank  you.  You're  very  gracious  and  I  appreciate 
your  comments. 

Mr.  LuDWiG.  Let  me  now  turn  to  the  topic  that  you  asked  me  to 
address  in  your  invitation  letter,  the  condition  of  the  banking  sys- 
tem. 
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Today,  as  a  result  of  wise  policy  from  Congress  and  the  regu- 
lators and  hard  work  by  bankers  and  examiners,  I  am  happy  to  re- 
port that  the  national  banking  system  is  sound.  The  industry  has 
reported  record  earnings,  capital  ratios  are  at  their  highest  point 
in  30  years,  and  the  credit  quality  of  banks'  loan  portfolios  has  im- 
proved dramatically.  In  addition,  the  increases  in  loan  and  asset 
growth  that  began  last  year  continue.  Reflecting  this  improvement 
in  the  condition  and  performance  of  the  banking  system,  bank  fail- 
ures are  at  their  lowest  level  since  the  early  1980's. 

National  banks  have  been  recording  record  profits  since  1992.  In 
that  year,  they  reported  earnings  of  $17.4  billion,  nearly  twice  that 
for  1991,  and  almost  30  percent  higher  than  the  previous  record  set 
in  1988.  Last  year,  earnings  climbed  almost  50  percent  to  $25.7  bil- 
lion. They  continued  strong  in  the  first  half  of  this  year,  reaching 
$13.2  billion,  up  from  $12.3  bilhon  in  the  first  half  of  1993. 

One  of  the  more  important  contributors  to  these  strong  earnings 
is  that  banks  have  substantially  recovered  from  their  credit  quality 
problems  of  the  late  1980's  and  early  1990's,  due,  among  other  fac- 
tors, to  the  improvement  in  the  economy.  Over  the  last  3  years,  the 
percentage  of  total  loans  that  are  noncurrent  has  fallen  to  1.6  per- 
cent, its  lowest  level  in  10  years. 

National  banks  have  used  their  strong  earnings  to  build  capital, 
partly  in  response  to  FDICIA's  stringent  capital-based  supervisory 
system.  Since  the  end  of  1991,  total  equity  capital  at  national 
banks  has  increased  by  almost  one-third.  The  aggregate  equity-to- 
assets  ratio  has  risen  from  6.4  percent  to  7.7  percent  and  the  ag- 
gregate risk-based  capital  ratio  has  risen  from  10  percent  to  12.5 
percent.  Moreover,  the  number  of  banks  with  any  kind  of  capital 
deficiency  has  also  fallen  dramatically.  At  the  end  of  1991,  4.5  per- 
cent of  national  banks  with  10.8  percent  of  national  bank  assets 
were  undercapitalized.  By  the  end  of  the  second  quarter  of  1994, 
only  0.3  percent  of  national  banks  with  only  0.02  percent  of  na- 
tional bank  assets  were  undercapitalized. 

In  addition  to  strengthening  their  capital  positions,  many  banks 
have  also  changed  the  composition  of  their  portfolios.  Throughout 
1992  and  into  1993,  Mr.  Chairman,  you  and  a  number  of  other 
Members  of  this  Committee  expressed  concerns  about  changes  oc- 
curring in  banks'  portfolios.  Bank  assets  were  not  growing  at  a  rate 
that  was  commensurate  with  the  general  economic  growth  or  the 
level  of  financial  activity,  and  bank  lending  was  falling. 

In  the  last  18  months,  the  trends  in  asset  and  loan  growth  have 
been  more  than  encouraging.  As  the  economy  expanded  over  this 
period,  national  bank  assets  grew  at  an  average  annual  rate  of  3.4 
percent,  afler  adjusting  for  accounting  changes,  compared  to  an  av- 
erage annual  growth  rate  of  just  0.5  percent  over  the  previous  3 
years.  Loans  outstanding  at  national  banks  increased  more  than 
their  holdings  of  securities  over  the  last  18  months. 

Even  more  encouraging  is  that  all  three  major  types  of  loans — 
commercial  and  industrial,  real  estate,  and  consumer — increased 
over  the  last  18  months.  1993  was  the  first  year  since  1989  that 
this  has  occurred.  In  the  first  half  of  this  year,  all  three  loan  types 
continued  to  grow  strongly. 

The  improvement  in  national  bank  performance  has  significantly 
reduced  tne  number — and  the  size — of  national  bank  failures,  as 
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one  might  expect.  In  the  year  to  date,  only  three  national  banks 
have  failed.  They  held  total  assets  of  less  than  $200  million.  In  the 
years  1984  to  1993,  we  averaged  57  failures  annually,  and  aggre- 
gate assets  at  failed  national  banks  averaged  $16  billion  a  year. 

Similarly,  the  number  of  problem  banks  continues  to  decline.  As 
of  last  week,  there  were  only  70  problem  national  banks,  down 
from  a  high  of  373  at  the  end  of  1990. 

Mr.  Chairman,  I  know  how  fortunate  I  am  to  be  Comptroller  of 
the  Currency  at  a  time  when  the  wind  is  at  my  back.  At  the  same 
time,  Mr.  Chairman,  although  the  financial  condition  of  banks  is 
brighter  than  it  was  just  a  few  years  ago,  we  are  aware  that  we 
must  remain  ever  vigilant  for  signs  of  trouble  on  the  horizon  and 
take  actions  to  address  issues  before  they  surprise  us.  While  we  are 
pleased  to  see  the  numbers  I  have  discussed  this  morning,  we  must 
remember  that  the  business  cycle  descends  as  well  as  ascends  and 
that  problems  will  again  arise.  Like  the  King  of  Israel  who  wrote 
in  Ecclesiastes,  we  are  ever  mindful  that  the  beginning  of  wisdom 
is  the  knowledge  that  things  change. 

It  is  our  job  to  worry  about  the  problems  that  can  arise  and  to 
watch  for  them.  Again,  at  present  we  are  focusing  our  attention  on 
three  areas:  Underwriting  standards,  interest  rate  risk,  and  deriva- 
tives. 

First,  underwriting  standards.  As  banks  faced  up  to  the  credit 
quality  problems  of  the  late  1980's  and  early  1990's,  they  tightened 
their  credit  underwriting  standards  and  reduced  their  lending. 
With  improving  economic  conditions,  banks  reexamined  their  lend- 
ing standards  and  rates  and  took  steps  to  increase  their  lending. 
I  have  been  pleased  to  see  this.  The  purpose  behind  the  Adminis- 
tration's initiatives  to  encourage  bank  lending  was  to  help  banks 
respond  to  the  needs  of  creditworthy  customers  in  economically  ra- 
tional ways  without  having  to  fear  unwarranted,  harsh  responses 
by  bank  supervisors  or  unnecessary  regulatory  burdens. 

None  of  us,  however,  can  afford  to  forget  the  problems  of  the 
past.  In  the  wake  of  the  disastrous  results  of  commercial  real  es- 
tate lending  of  the  1980's,  the  Office  of  the  Comptroller  will  insist 
that  banks  maintain  prudent  lending  standards.  To  ensure  this,  we 
continue  to  monitor  underwriting  standards  and  loan  pricing  regu- 
larly. Recently,  we  conducted  a  survey  of  underwriting  standards 
in  which  examiners  met  with  large  syndicating  banks,  reviewed 
credit  data,  and  analyzed  loan  pricing  information.  The  examiners 
found  signs  that  some  banks  have  eased  their  underwriting  stand- 
ards over  the  course  of  the  last  several  quarters.  Specifically,  the 
difference  between  the  interest  rate  charged  on  loans  and  the  cost 
of  funding  those  loans  has  fallen  and,  in  certain  instances,  financial 
covenants  appear  to  be  less  restrictive.  Some  of  these  changes  may 
reflect  improved  economic  conditions  and  increased  bank  liquidity, 
but  we  are  keeping  a  watchful  eye  on  loan  pricing  and  underwrit- 
ing practices.  Should  we  determine,  at  any  point,  that  these  prac- 
tices are  giving  rise  to  any  serious  safety  and  soundness  problems, 
we  will  take  appropriate  supervisory  actions. 

Second,  interest  rate  risk.  Here,  we  are  focusing  our  attention  on 
bank  holdings  of  real  estate  loans  and  securities,  chiefly  mortgage- 
related  securities.  Since  1990,  residential  real  estate  assets  in  na- 
tional banks  have  risen  from  18.9  percent  of  national  bank  assets 
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to  23.5  percent.  Because  these  assets  often  have  fairly  long  matu- 
rities, this  growing  concentration  raises  concern  about  a  possible 
increase  in  interest  rate  risk  exposure  at  banks.  As  rates  rise, 
banks  can  find  themselves  squeezed  between  flat  earnings  from 
fixed-rate  assets — such  as  mortgage  loans— and  increased  funding 
costs  by  having  to  pay  higher  rates  on  deposits. 

As  you  are  aware,  in  the  first  half  of  1994,  interest  rates  rose  sig- 
nificantly. Short-  and  long-term  rates  rose  over  100  basis  points. 
This  rise  follows  a  period  in  which  banks  increased  their  holdings 
of  residential  mortgage  loans  and  mortgage-backed  securities.  The 
squeeze  on  earnings  could  be  compounded  by  a  reduction  in  fee-re- 
lated income,  an  important  source  of  earnings  at  national  banks — 
in  1994,  noninterest  income  accounted  for  35  percent  of  operating 
revenues  at  national  banks. 

We  routinely  look  at  interest  rate  risk  as  part  of  our  regular  safe- 
ty and  soundness  examinations.  At  our  largest  banks,  where  we 
have  resident,  on-site  supervisory  staff,  we  closely  monitor  interest 
rate  risk  exposure.  It  is  also  important  for  me  to  stress  that  we  ex- 
pect banks  to  measure,  monitor,  and  control  their  interest  rate  risk 
and  to  have  appropriate  capital,  and  that  we  will  continue  to  work 
with  the  Federal  Reserve  and  the  FDIC  on  a  specific  interest  rate 
risk  capital  requirement. 

Third,  derivatives.  The  recent  growth  in  derivatives  markets  has 
created  new  challenges  for  bank  supervision  because  of  the  complex 
nature  of  these  financial  instruments.  The  Office  of  the  Comptroller 
is  working  hard  to  ensure  that  banks  using  these  instruments 
clearly  understand  and  properly  manage  the  associated  risks  with 
regard  to  market  volatilities.  As  you  know,  Mr.  Chairman,  we 
began  strengthening  our  supervision  of  bank  derivatives  activities 
virtually  from  the  day  I  took  office.  Just  as,  almost  as  immediately, 
we  began  strengthening  consumer  protection  in  bank  sales  of  mu- 
tual funds  and  examining  the  operational  and  legal  risks  that 
banks  take  on  when  they  engage  in  these  activities. 

As  encouraging  as  the  recent  improvements  in  the  banking  in- 
dustry are,  competition  from  other  service  providers  and  advances 
in  technology  and  communications  pose  challenges  to  national 
banks  and,  by  extension,  to  the  way  we  regulate  and  supervise 
them.  In  response  to  changes  in  the  marketplace,  we  want  to  make 
certain  that  national  banks  have  the  flexibility  to  adapt  to  these 
changes.  Banks  have  changed,  Mr.  Chairman,  but  their  evolution 
has  been  stymied  by  legal,  regulatory,  and  supervisory  restrictions. 
I  believe  because  commercial  banks  have  been  unduly  restrained 
from  entering  new  lines  of  business,  they  tend  to  gravitate  to  a  few 
niches  that  promise  the  best  returns. 

As  competition  has  intensified  over  the  years,  the  return  from 
many  traditional  banking  products  and  services  has  narrowed.  For 
instance,  credit  cards  were  once  the  sole  domain  of  banks,  but  in 
recent  years,  nonbanks  have  become  strong  competitors,  offering 
competitive  rates  and  terms.  In  addition,  banks  face  more  intense 
examinations,  higher  regulatory  costs,  and  broader  obligations  to 
their  communities  than  do  their  nonbank  competitors. 

The  future  of  national  banks  will  depend  on  our  ability  to  accom- 
modate their  need  for  change  to  meet  the  needs  of  the  financial 
marketplace,  while  at  the  same  time  providing  cost-effective  super- 
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vision  and  regulation  to  ensure  a  safe  and  sound  banking  system. 
We  must  allow  banks  to  evolve  so  that  they  are  more  diversified, 
can  earn  adequate  returns,  and  thus  can  continue  to  attract  new 
investment.  If  they  remain  in  increasingly  low-margin  businesses, 
thev  will  either  gradually  shrink  relative  to  other  providers,  or  take 
on  higher  risks  within  the  scope  of  their  permissible  activities. 

I  support  banks'  efforts  to  enter  new  lines  of  business  and  to  pro- 
vide new  products  and  services  to  meet  the  needs  of  their  cus- 
tomers. During  my  tenure,  the  Office  of  the  Comptroller  will  con- 
tinue to  facilitate  responsible  national  bank  participation  in  the 
evolving  financial  services  market.  Our  goal  is  to  find  the  level  of 
regulation  for  the  industry  that  makes  sense:  enough  to  assure  the 
safety  and  soundness  of  the  system,  but  not  so  much  that  we  stifle 
banks'  abilities  to  compete. 

Last,  Mr.  Chairman,  I  want  to  say  a  few  words  about  our  special 
responsibilities  toward  ensuring  fair  access  to  services  and  enforc- 
ing the  fair  lending  laws.  At  my  confirmation  hearing  before  this 
Committee,  I  made  this  pledge:  "As  Comptroller,  I  will  work  to  re- 
move discrimination  from  our  financial  system,  root  and  branch." 
Since  I  took  office,  we  have  taken  a  number  of  important  steps  to 
improve  the  Office  of  the  Comptroller's  performance  in  the  area  of 
fair  lending  enforcement.  Those  steps  are  discussed  in  detail  in  my 
written  testimony. 

As  you  know,  we  are  also  striving  with  our  sister  agencies  to  re- 
vise how  we  carry  out  our  responsibilities  under  the  Community 
Reinvestment  Act.  Next  week,  we  will  issue  a  proposal  that,  we  be- 
lieve, will  result  in  making  the  CRA  the  instrument  of  effective  re- 
investment that  Congress  nad  originally  intended.  This  effort  must 
be  especially  gratifying  to  you,  sir,  given  your  keen  interest  in  the 
CRA  for  these  many  years. 

Over  the  past  2  years,  we  have  seen  significant  improvements  in 
the  condition  of  the  banking  industry.  Improvements  in  credit  qual- 
ity, higher  capital,  and  steady  growth  have  helped  to  restore  the 
banking  industry  to  health.  We  are  heartened  by  those  improve- 
ments, but  we  have  not  reduced  our  resolve  to  continue  to  provide 
the  level  and  quality  of  supervision  that  is  necessary  to  ensure  the 
safety  and  soundness  of  the  banking  system.  To  ensure  the  long- 
term  stability  of  the  system,  we  must  respond  to  changing  needs 
of  our  banks  and  consumers,  and  at  the  same  time  expand  our 
knowledge  and  improve  our  supervisory  techniques  so  that  we  can 
fulfill  our  obligations  to  the  public  and  to  Congress. 

Thank  you,  Mr.  Chairman  and  Members  of  the  Committee.  I  look 
forward  to  your  questions. 

The  Chairman.  Thank  you  very  much. 

Mr.  Hove,  we'd  like  to  hear  from  you  now.  We'll  make  your  full 
statement  a  part  of  the  record,  and  we'd  like  you  to  proceea. 

OPENING  STATEMENT  OF  ANDREW  C.  HOVE,  JR. 

ACTING  CHAIRMAN,  FEDERAL  DEPOSIT  INSURANCE 

CORPORATION,  WASHINGTON,  DC 

Mr.  Hove.  Thank  you  very  much,  Mr.  Chairman  and  Members 
of  the  Committee.  I  appreciate  the  opportunity  to  testify  this  morn- 
ing on  the  condition  of  the  depository  institutions  industry  and  the 
deposit  insurance  funds.  Mr.  Chairman,  on  behalf  of  the  Federal 
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Deposit  Insurance  Corporation,  I  would  like  to  thank  you,  as  your 
Senate  career  nears  its  end,  for  your  outstanding  leadership  of  the 
Banking  Committee  during  the  recent  years  of  turmoil.  You've  con- 
tributed significantly  to  the  efforts  to  restore  the  health  of  the  bank 
and  thrift  industries.  The  Committee  as  a  whole  is  also  deserving 
of  commendation  for  its  support  and  guidance  in  turning  around 
the  industries  and  the  insurance  funds. 

It  has  been  almost  2  years  since  I  last  testified  on  the  condition 
of  the  banking  industry  and  the  Bank  Insurance  Fund.  A  lot  has 
changed  during  those  2  years.  BIF-insured  bank  failures  have  de- 
creased from  the  122  failures  of  1992  to  only  12  failures  thus  far 
in  1994.  The  FDIC's  problem  bank  list  has  decHned  from  856  at  the 
end  of  1992  to  360  on  June  30,  1994.  The  Bank  Insurance  Fund 
has  improved  from  a  slightlv  negative  balance  at  year-end  1992  to 
a  positive  balance  of  $17.5  billion  at  midyear  1994.  We  expect  our 
third  quarter  financial  statement  to  reflect  that  the  Fund  will  ex- 
ceed the  all-time  high  of  $18.3  billion,  which  was  in  1987. 

The  banking  industry's  recovery  from  the  troubles  of  the  late 
1980's  and  very  early  1990's  has  been  most  impressive.  The  indus- 
try's 1993  net  income  of  $43.1  billion  was  an  all-time  high.  The  av- 
erage return  on  assets  for  the  year  was  1.20  percent,  marking  the 
first  time  since  the  creation  of  the  FDIC  that  the  full-year  return 
on  assets  exceeded  1  percent.  More  than  95  percent  of  all  commer- 
cial banks  reported  positive  earnings  for  1993,  the  highest  propor- 
tion since  1980.  In  the  fourth  quarter  of  the  year,  equity  capital  for 
the  industry  rose  to  more  than  8  percent  of  total  assets,  the  highest 
level  in  30  years.  Annualized  return  on  assets  for  6  months  was 
1.17  percent,  with  over  96  percent  of  commercial  banks  being  prof- 
itable. 

The  improved  earnings  results  of  the  recent  past  can  be  traced 
to  lower  loan-loss  provisioning  reflective  of  improved  asset  quality, 
increased  net  interest  income,  and  higher  noninterest  income. 
Troubled  assets  are  at  the  lowest  levels  we've  seen  in  the  12  years 
that  banks  have  reported  this  category  of  assets. 

Underlying  the  improvement  in  the  banking  industry's  perform- 
ance has  been  a  generally  growing  economy.  For  the  medium-term 
future,  however,  any  perceived  linkage  between  the  banking  indus- 
try and  the  economy  should  be  a  cause  for  caution.  The  banking 
industry  and  its  regulators  should  not  let  the  euphoria  of  the  cur- 
rent good  times  cloud  the  lessons  of  the  past. 

The  improved  economic  environment  has  also  been  a  factor  in  the 
recovery  of  the  trillion-dollar  thrift  industry.  In  1993,  the  2,262  pri- 
vate-sector FDIC-insured  savings  institutions  earned  $6.9  billion, 
for  an  average  return  on  assets  of  0.70  percent.  This  is  the  highest 
reported  in  10  years.  Almost  95  percent  of  savings  institutions  re- 
ported positive  earnings  for  1993.  The  largest  factor  contributing  to 
the  increase  in  earnings  came  from  lower  provisions  for  loan  losses. 

The  core  capital,  or  leverage,  ratio  for  savings  institutions 
reached  7.48  percent  at  the  end  of  1993,  the  highest  level  since  sav- 
ings associations  began  reporting  this  ratio  in  1990.  Only  eight  sav- 
ings institutions  failed  in  all  of  1993,  compared  to  81  failures  for 
1992. 

For  the  first  half  of  1994,  the  thrift  industry's  annualized  return 
on  assets  was  0.63  percent.  The  condition  of  the  deposit  insurance 
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funds  reflects  in  large  measure  the  condition  of  their  respective  in- 
dustries. The  Bank  Insurance  Fund  has  increased  significantly, 
from  a  slightly  negative  position  at  year-end  1992  to  just  over  $13 
billion  as  of  December  31,  1993. 

Three  factors  have  contributed  to  the  BIFs  strong  financial  per- 
formance during  1993.  Most  important,  assessment  revenues  of 
$5.8  billion  substantially  exceeded  insurance  losses  and  expenses. 
Only  41  banks,  with  estimated  losses  of  $0.6  billion,  failed  in  1993. 
Second,  the  FDIC  was  able  to  reduce  substantially  the  amount  of 
reserves  previously  set  aside  for  the  estimated  cost  of  future  bank 
failures,  adding  approximately  $7  billion  to  the  FDIC's  operating 
results  in  1993.  Finally,  reforms  enacted  in  FIRREA  and  FDICIA, 
as  well  as  the  passage  of  the  national  depositor  preference  statute, 
have  helped  to  reduce  the  FDIC's  resolution  costs. 

Improvement  in  the  financial  condition  of  the  Bank  Insurance 
Fund  continued  into  1994.  For  6  months,  ending  June  30,  1994,  net 
income  increased  the  Fund  balance  to  $17.5  billion,  or  0.93  percent 
of  insured  deposits. 

If  progress  continues  at  the  recent  pace,  the  Bank  Insurance 
Fund  should  reach  its  mandated  level  of  1.25  percent  of  insured  de- 
posits by  late  1995  or  early  1996,  with  a  Fund  balance  of  about  $24 
billion.  At  that  point,  the  FDIC  would  review  the  Bank  Insurance 
Fund  assessment  rate  to  determine  what  level  of  assessment  would 
be  appropriate  to  maintain  the  Fund  at  roughly  the  recapitalized 
level. 

Although  it  did  not  perform  as  well  as  the  Bank  Insurance  Fund 
in  1993,  the  Savings  Association  Insurance  Fund  experienced 
steady  improvement.  The  Savings  Association  Insurance  Fund  had 
a  net  income  during  the  year  of  $877  million,  raising  that  funds 
balance  to  $1.16  billion.  Net  income  through  June  30,  1994,  in- 
creased the  savings  insurance  balance  to  $1.66  billion,  or  about 
0.24  percent  of  insured  deposits. 

As  you  know,  the  Savings  Association  Insurance  Fund  has  three 
major  obligations:  No.  1,  to  fund  insurance  losses  associated  with 
failures  of  SAJF  members  that  occur  after  RTC  no  longer  has  this 
responsibility;  No.  2,  to  recapitalize  the  insurance  fund  to  an 
amount  equal  to  1.25  percent  of  insured  deposits;  and  No.  3,  to  pro- 
vide approximately  $779  million  per  year  of  Finance  Corporation 
bond  interest  payments  through  the  year  2019.  This  FICO  obliga- 
tion currently  represents  approximately  47  percent  of  the  Savings 
Association  Insurance  Fund  assessments  and  adds  11  basis  points 
to  the  SAIF  premium. 

The  Savings  Association  Insurance  Fund  is  clearly  not  recapital- 
izing as  rapidly  as  the  Bank  Insurance  Fund.  Even  with  negligible 
insurance  losses,  it  will  be  many  years  before  the  Savings  Associa- 
tion Insurance  Fund  reaches  the  congressionally-mandated  level  of 
1.25  percent  of  insured  deposits.  In  addition  to  the  diversion  of  as- 
sessment revenues  caused  by  the  FICO  payment,  other  factors  may 
adversely  affect  the  SAIF's  growth.  Should  one  or  more  large 
thrifts  fail  during  the  next  few  years,  the  SAIF's,  or  Savings  Asso- 
ciation Insurance  Fund's,  financial  condition  could  be  affected  sig- 
nificantly. 

Beginning  sometime  in  1996,  with  the  expected  recapitalization 
of  the  Bank  Insurance  Fund  and  the  consequent  reduction  in  the 
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BIF  assessment  rates,  there  most  likely  will  be  a  significant  dispar- 
ity in  the  Bank  Insurance  Fund  rates  and  the  SAIF  assessment 
rates  which  could  create  substantial  pressures  for  insured  institu- 
tions to  minimize  the  deposits  against  which  the  Savings  Associa- 
tion Insurance  Fund  premiums  are  levied.  The  resulting  erosion  of 
the  SAIF  assessment  base  could  ultimately  affect  the  industry's 
ability  to  make  its  mandated  FICO  contribution.  There  are  several 
alternatives  for  handling  the  Savings  Association  Insurance  Fund. 
The  FDIC  has  not  taken  a  position  on  any  of  these  alternatives. 

One  alternative  is  simply  to  wait  and  see,  to  let  the  difference 
exist  until  the  SAIF  is  fully  funded.  Another  alternative  is  to  merge 
the  deposit  insurance  funds.  A  variation  of  this  alternative  is  to  re- 
quire BIF  members  to  help  pay  for  the  FICO  obligation.  Other  al- 
ternatives cover  a  variety  of  ways  to  accelerate  the  funding  of  the 
SAIF,  including  the  use  of  any  left  over  RTC  funds  when  the  RTC 
goes  out  of  existence,  or  Government  assumption  of  the  responsibil- 
ity for  meeting  the  FICO  payments.  Finally,  in  view  of  the  ele- 
ments of  FDICIA  and  other  laws  that  reduce  the  potential  cost  of 
bank  failures,  some  have  suggested  it  might  be  time  to  revisit  the 
appropriateness  of  the  1.25  percent  insured  deposit  ratio  bench- 
mark. It  should  be  noted,  however,  that  reducing  the  1.25  percent 
target  reserve  ratio  for  the  SAIF  would  not  eliminate  the  premium 
differential  caused  by  the  FICO  obligation. 

Finally,  a  number  of  other  issues  currently  facing  the  FDIC  and 
the  industry,  which  I  mention  in  more  detail  in  my  written  state- 
ment, include  derivatives,  consumer  issues,  and  downsizing  of 
agency  personnel. 

In  sum,  the  banking  industry  and  the  Bank  Insurance  Fund 
have  largely  rebounded  from  the  difficulties  of  the  late  1980's  and 
early  1990's.  The  surviving  portion  of  the  thrift  industry  also  ap- 
pears to  be  reasonably  healthy.  Under  your  leadership,  Mr.  Chair- 
man, the  Committee  has  undertaken  a  number  of  important  re- 
forms that  have  benefited  and  will  continue  to  benefit  the  banking 
industry,  the  regulators,  the  depositors,  and  the  taxpayers.  These 
industries  and  their  regulators  now  must  be  on  guard  against  a  re- 
turn to  the  attitudes  and  practices  that  led  to  the  recent  night- 
mare. 

A  major  challenge  for  the  FDIC  is  to  provide  adequate  safe- 
guards while  also  accommodating  a  dynamic  and  innovative  finan- 
cial system.  The  FDIC,  as  insurer,  relies  to  a  great  extent  on  the 
efforts  of  other  regulators.  Effective  channels  of  communication 
among  regulators  will  be  crucial  as  the  industry  consolidates  and 
risks  become  more  complex.  Also,  as  the  primaiy  Federal  regulator 
of  State  nonmember  banks,  we  must  work  with  the  industiv  to 
meet  the  banking  needs  of  their  communities.  By  meeting  these 
challenges,  the  FDIC  can  help  banks  continue  to  fuel  economic 
growth  while  maintaining  a  safe  and  sound  banking  system. 

I  thank  you  very  much.  I  look  forward  to  responding  to  your 
questions. 

Senator  Shelby  [presiding].  Mr.  Fiechter,  your  written  testimony 
will  be  made  a  part  of  the  record  in  its  totality.  If  you'll  just  briefly 
sum  up  your  statement. 

My  colleagues  have  gone  to  vote,  as  you  know. 
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OPENING  STATEMENT  OF  JONATHAN  L.  FIECHTER 
ACTING  DIRECTOR,  OFFICE  OF  THRIFT  SUPERVISION 

WASHINGTON,  DC 

Mr.  FiECHTER.  Thank  you.  Good  morning.  I  appreciate  the  oppor- 
tunity to  appear  this  morning. 

I  concur  with  the  others  on  this  panel  and  the  Committee  Mem- 
bers in  congratulating  you  on  your  distinguished  career  as  Chair- 
man of  this  Committee. 

As  you  know,  August  9th  marked  the  5-year  anniversary  of  the 
enactment  of  FIRREA,  the  most  significant  piece  of  legislation  af- 
fecting the  thrift  industry  since  the  creation  of  the  Federal  Deposit 
Insurance  System  in  1933.  The  FIRREA  legislation  was  taken  up 
first  by  this  Committee  under  your  leadership,  Mr.  Chairman.  It  is, 
therefore,  especially  appropriate  to  take  stock  of  the  successes  we 
have  achieved  under  that  law. 

I  would  also  like  to  discuss  the  most  critical  issues  that  now 
confront  the  thrift  industry,  that  is,  the  condition  of  its  insurance 
fund  and  the  cost  of  its  deposit  insurance.  The  Savings  Association 
Insurance  Fund  is  less  than  one-fourth  of  the  way  toward  meeting 
its  statutorily-required  reserve  level  of  1.25  percent  of  deposits.  As 
a  result,  savings  institutions  may  in  the  future  pay  insurance  pre- 
miums at  a  rate  that  is  over  three  times  higher  than  their  commer- 
cial bank  competitors. 

Before  turning  to  the  challenges  that  we  must  face  in  the  future, 
however,  I  would  like  to  briefiy  review  our  accomplishments  under 
FIRREA. 

In  1989,  the  thrift  industry  and  the  Federal  Grovernment  faced 
what  some  have  called  this  country's  worst  financial  crisis  since  the 
Great  Depression.  The  thrift  industry  operated  at  a  net  loss  of 
$13.3  billion  and  held  less  than  2  percent  tangible  equity  capital. 

The  FIRREA  legislation  was  enacted  in  the  summer  of  1989.  A 
theme  of  FIRREA  was  that  thrifts  should  return  to  their  more  tra- 
ditional role  of  providing  housing  and  consumer  finance.  One  im- 
portant provision  in  FIRREA  was  the  setting  of  specific  minimum 
capital  requirements  for  thrifts.  Today,  in  part  as  a  result  of  the 
insistence  on  adequate  capital  that  was  written  into  the  statute, 
the  thrift  industry  that  OTS  regulates  is  healthy  and  well  capital- 
ized. 

For  1993,  thrifts  reported  net  income  of  $4.9  billion  and  a  lever- 
age capital  ratio  of  7  percent.  Troubled  assets  have  declined  from 
a  post-FIRREA  high  of  $39  billion,  or  4  percent  of  industry  assets, 
to  $14  billion,  or  less  than  2  percent  of  assets  in  the  second  quar- 
ter, a  trend  that  is  evident  across  all  regions  of  the  country. 

Another  important  provision  of  FIRREA  was  the  establishment 
of  a  separate  process  for  resolutions  under  which  OTS  transfers 
nonviable  thrifts  to  the  Resolution  Trust  Corporation  for  disposi- 
tion. From  the  time  this  process  was  established  through  the  end 
of  1993,  the  OTS  transferred  744  institutions  to  the  RTC.  Thanks 
to  the  success  that  the  staffs  of  the  two  agencies  have  achieved  in 
their  efforts  to  coordinate  the  transfers  of  nonviable  institutions, 
the  process  worked  quite  smoothly.  Today,  I  am  pleased  to  say  that 
the  clean  up  is  virtually  complete. 

For  example,  in  1989,  the  OTS  transferred  over  300  institutions 
with  assets  totaling  $135  billion  to  the  RTC.  By  contrast,  so  far 
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this  year,  OTS  has  transferred  only  one  institution  with  $107  mil- 
lion in  assets.  These  figures  provide  concrete  evidence  that  the 
thrift  industry  has  returned  to  financial  health  and  illustrate  that 
FIRREA  was  in  large  measure  a  success. 

Despite  the  health  of  the  industry,  however,  I  am  concerned  with 
the  level  of  reserves  held  by  the  SAIF.  The  SAIF  is  less  than  one- 
quarter  of  the  way  toward  achieving  its  statutorily-required  reserve 
ratio  of  IV4  percent.  Moreover,  within  the  next  2  years,  as  Chair- 
man Hove  pointed  out,  SAIF-insured  institutions  may  have  to  pay 
a  significantly  higher  premium  for  deposit  insurance  than  BIF-in- 
sured  institutions. 

When  the  SAIF  was  created,  it  had  no  funds.  It  also  inherited 
the  prior  obligation  of  the  FSLIC  to  pay  interest  on  certain  debt, 
the  FICO  bonds  that  had  been  issued  beginning  in  1987  to  cover 
FSLIC  shortfalls.  The  annual  interest  payments  for  the  FICO  obH- 
gation,  $779  million,  take  priority  over  the  SAIFs  obligation  to 
cover  its  own  operating  costs  and  the  need  to  build  insurance  re- 
serves. 

When  FIRREA  was  enacted  in  the  summer  of  1989,  it  appeared 
feasible  for  the  SAIF  insurance  premiums  both  to  service  the  FICO 
debt  and  capitalize  the  Thrift  Insurance  Fund. 

A  critical  assumption  was  that  the  thrift  industry  would  grow  at 
a  rate  of  6  to  7  percent  per  year.  As  a  consequence,  it  was  also  as- 
sumed that  the  FICO  burden  on  the  SAIF  would  fall  over  time.  The 
deposit  growth  assumptions,  however,  that  supported  the  transfer 
of  the  FICO  obligation  to  the  SAIF  had  not  held  up.  Instead  of  a 
6  percent  or  7  percent  positive  annual  growth  rate,  total  deposits 
of  SAIF  member  institutions  have  declined  on  average  by  about  6 
percent  a  year.  The  result  is  that  the  FICO  payments  represent  a 
much  greater  burden  on  the  SAIF  than  had  been  expected  when 
FIRREA  was  passed. 

Both  the  SAIF  and  the  BIF  are  required  to  reach  a  reserve  ratio 
of  IV4  percent.  Once  that  occurs,  the  FDIC  is  authorized  to  reduce 
deposit  insurance  premiums  for  Fund  members.  While  the  BIF  is 
rapidly  approaching  the  IV4  percent  level,  the  SAIF  is  not.  A  major 
reason  recapitalization  of  the  SAIF  is  slow  is  that  a  substantial 
share  of  the  SAIF's  income,  44  percent  in  1993,  has  been  diverted 
to  the  FICO  interest  payments. 

If  a  healthy  thrift  is  forced  to  pay  23  basis  points  for  insurance, 
while  a  healthy  bank  pays  only  5  basis  points,  the  thrift  will  face 
an  uphill  battle  to  retain  its  franchise. 

The  shrinkage  we  are  now  seeing  in  the  SAIF  assessment  base 
appears  to  be  due  primarily  to  the  high  cost  of  deposit  insurance. 
The  principle  at  work  here  is  very  simple — when  the  cost  of  a  prod- 
uct increases,  demand  for  the  product  will  decrease,  as  users  seek 
out  alternative  products.  This  erosion  of  the  SAIF  assessment  base 
may  only  grow  worse  when  the  SAIF/BIF  premium  differential 
takes  effect. 

Let  me  emphasize  that  there  is  no  current  crisis.  While  the  num- 
ber of  SAIF-insured  institutions  projected  to  fail  over  the  near  term 
is  quite  low,  I  cannot  assure  you  that  the  industry  will  remain 
healthy  forever.  If  we  allow  the  SAIF  to  remain  underfunded  and 
the  SAIF  assessment  base  to  continue  to  erode,  we  are  taking  a 
risk. 
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Ironically,  the  higher  the  SAIF  premium  is,  the  more  failed  insti- 
tutions it  may  be  called  upon  to  handle.  In  recent  years,  a  number 
of  large,  troubled  thrifts  have  been  successfully  recapitalized  by  in- 
fusions of  funds  from  the  private  sector  with  no  Grovernment  assist- 
ance. Going  forward,  however,  private-sector  investors  may  be  very 
reluctant  to  put  money  into  a  financial  institution  that  has  insur- 
ance costs  that  could  be  three  to  four  times  higher  than  their  com- 
petitors' costs.  These  circumstances  suggest  that  other  funding 
mechanisms  must  be  found  either  to  capitalize  the  SAIF  or  to  cover 
the  FICO  obligation. 

As  I  noted  at  the  outset  of  this  statement,  the  overall  financial 
condition  of  the  thrift  industry  has  improved  dramatically  over  the 
last  5  years. 

Despite  this  recovery,  however,  thrift  profitability  remains  mate- 
rially lower  than  that  of  its  competitors.  For  instance,  in  1993,  the 
return  on  assets  of  savings  associations  has  been  about  half  that 
of  commercial  banks. 

My  concern  is  that  there  are  a  number  of  forces  at  work  that  are 
not  based  on  the  market.  One  unintended  consequence  of  these 
nonmarket  forces  may  be  that  the  thrift  industry  will  slowly  shrink 
in  importance,  not  because  it  is  failing  to  serve  its  customers,  but 
because  of  a  unique  set  of  regulatory  costs  that  make  doing  busi- 
ness as  a  thrift  too  expensive.  Another  unintended  consequence 
may  be  that  thrifts  are  perversely  encouraged  to  take  on  more  risk 
in  an  effort  to  remain  competitive. 

I  list  in  my  testimony  a  number  of  regulatory  costs  that  the 
thrift  industry  currently  bears.  The  challenges  facing  savings  asso- 
ciations are  difficult.  At  the  Federal  level,  we  should  do  all  we  can 
to  ensure  that  the  value  in  the  industry — its  capital,  its  earnings, 
the  housing  it  fosters,  the  credit  it  provides,  and  the  jobs  it  cre- 
ates— is  not  lost  through  our  failure  to  understand  the  consequence 
of  a  patchwork  of  policies. 

Savings  associations  have  come  a  very  long  way  since  the  enact- 
ment of  FIRREA  5  years  ago.  The  industry  that  has  survived  de- 
serves credit  for  the  substantial  gains  it  has  made,  but  there  is 
much  that  remains  to  be  done.  In  particular,  the  capitalization  of 
the  SAIF  and  the  impending  disparity  in  insurance  premium  rates 
should  be  addressed  promptly.  I  am  hopeful  that  the  issues  I  have 
discussed  with  you  today  will  form  a  part  of  the  Committee's  agen- 
da in  the  next  Congress. 

Thank  you. 

Senator  Shklby.  I'm  going  to  recess  the  Committee.  We've  still 
got  a  chance  to  get  to  this  vote.  Just  be  patient  for  a  few  minutes 
until  the  Chairman  returns. 

[Recess. 1 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  indicate  that  the  vote  is  still  on.  Other  Members,  I  know, 
will  be  coming  back  here  shortly. 

As  I  understand  it,  Mr.  Fiechter,  you  were  in  the  middle  of  your 
statement. 

Mr.  Fiechter.  No,  I  actually  finished. 

The  Chairman.  I  see. 

Mr.  Fiechter.  Thank  you. 
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The  Chairman.  Very  good.  I  want  to  welcome  Norm  D'Amours, 
a  former  House  colleague  and  good  friend.  We're  delighted  to  have 
you  and  we'll  make  your  full  statement  a  part  of  the  record.  We'd 
like  your  comments  at  this  time. 

OPENING  STATEMENT  OF  NORMAN  E.  D'AMOURS,  CHAIRMAN 

NATIONAL  CREDIT  UNION  ADMINISTRATION 

WASHINGTON,  DC 

Mr.  D'Amours.  Thank  you,  Mr.  Chairman.  I'll  make  a  relatively 
brief  statement. 

Chairman  Riegle  and  Members  of  this  Committee,  it  is  a  particu- 
lar pleasure  and  honor  to  appear  before  this  panel.  As  you  conclude 
a  long  and  distinguished  congressional  career,  Mr.  Chairman,  I 
want  to  thank  you  for  your  service  to  our  Nation,  for  personal 
kindnesses,  and  for  your  admirable  leadership  of  this  Committee, 
which  has  been  clearly  evidenced  today  by  the  sincere  bipartisan 
accolades  you  have  received  in  this  room. 

Mr.  Chairman,  federally-insured  credit  unions  continue  to  be 
strong  and  in  good  health  and  the  Share  Insurance  Fund  enjoys  a 
capital-to-insured  shares  ratio  that  stands  at  1.27  percent. 

During  the  first  6  months  of  1994,  federally-insured  credit  unions 
have  performed  most  admirably.  Delinquency  declined  by  10  per- 
cent, to  0.9  percent  of  total  loans.  Credit  union  capital  grew  5.8 
percent,  to  $28V2  billion,  and  the  capital-to-asset  ratio  reached  9.8 
percent  on  June  30,  1994,  the  highest  level  ever  and  the  ninth  con- 
secutive year  in  which  credit  union  capital  increased. 

Soon  after  I  became  chairman,  only  last  November,  we  con- 
fronted a  number  of  problems  associated  with  the  structure  and  the 
investments  of  corporate  credit  unions,  a  subject  I  know  you  have 
a  particular  interest  in. 

A  study  commissioned  by  NCUA  corroborated  many  of  the  find- 
ings of  the  1991  GAG  study  mandated  by  Congress,  and  I  would 
like  to  submit  our  study,  that  study,  for  tne  record,  with  your  per- 
mission. 

The  Chairman.  Without  objection,  we'll  make  it  a  part  of  the 
record  and  we're  pleased  to  have  it. 

Mr.  D'Amours.  Thank  you,  Mr.  Chairman. 

The  NCUA  Board  intends  to  issue  regulations  in  the  near  future 
that  will  address  many  of  the  capital,  investment,  and  other  prob- 
lems cited  in  our  corporate  study  and  in  the  GAG  report  that  have 
not  already  been  addressed.  For  instance,  almost  half  of  today's  44 
corporate  credit  unions  are  closely  tied  to  their  State  credit  union 
leagues,  either  through  interlocking  boards,  management  arrange- 
ments, or,  in  some  cases,  both. 

This  structure  creates  a  real  potential  for  conflicts  of  interest  and 
such  conflicts  have  occurred. 

The  NCUA  Board  only  last  week  issued  for  public  comment  a 
proposed  rule  that  will,  if  adopted,  require  that  at  least  a  majority 
of  a  corporate  credit  union's  directors,  including  the  chair,  be  indi- 
viduals who  represent  member  credit  unions  and  who  do  not  serve 
as  officers,  directors,  or  employees  of  credit  union-related  associa- 
tions. 

Recently,  the  NCUA  Board  established  a  separate  Office  of  Cor- 
porate Credit  Unions  that  has  the  sole  responsibility  for  examining 
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corporate  credit  unions  and  supervising  their  programs.  This  office 
reports  directly  to  the  NCUA  Board  and  will  be  working  to  signifi- 
cantly upgrade  the  professionalism,  competence,  expertise,  and  ef- 
fectiveness of  our  corporate  examiners. 

Another  area  that  greatly  concerns  me  and  the  Board  is  the  pau- 
city of  new  charters  being  granted  and  the  dramatic  decline  in  the 
number  of  small  credit  unions. 

By  working  with  the  credit  union  community,  we  will  encourage 
the  proliferation  of  new  and  small  credit  unions.  The  creation  of  a 
new  Office  of  Community  Development  Credit  Unions,  which  I  will 
refer  to  again  below,  will  facilitate  this  development. 

Included  in  the  Riegle  Community  Development  and  Regulatory 
Improvement  Act  of  1994,  just  passed  and  scheduled  to  be  signed 
tomorrow,  is  a  $10  million  authorization  for  the  Community  Devel- 
opment Revolving  Loan  Fund  for  Credit  Unions.  The  National 
Credit  Union  Administration  was  given  the  responsibility  to  run 
this  revolving  loan  program  in  1989.  I  simply  want  to  assure  you 
that  the  demand  for  loans  is  great  and  we  are  confident  that  we 
can  make  prudent  use  of  the  additional  funds  your  bill  provides. 

Also,  as  one  of  my  first  actions  as  chairman  of  NCUA,  I  estab- 
lished within  our  agency,  with  the  cooperation  of  the  Board,  a  sepa- 
rate Office  of  Community  Development  Credit  Unions  reporting  di- 
rectly to  the  chairman  in  order  to  focus  attention  on  low-income 
credit  unions  and  to  facilitate  their  chartering. 

Mr.  Chairman,  I'd  like  to  briefly  discuss  credit  union  invest- 
ments. 

Because  loan  growth  lagged  share  growth  for  so  many  years, 
credit  unions  put  their  excess  liquidity  into  investments.  Invest- 
ments now  constitute  40  percent  of  the  assets  of  federally-insured 
credit  unions  and  this  comes  at  a  time  when  there  is  a  much  great- 
er risk  in  some  of  the  modern  investment  products  available. 

Credit  union  investments  have  always  been  very  conservative, 
both  by  statute  and  by  regulation.  For  instance,  NCUA's  Rules  and 
Regulations  strictly  limit  investments  in  derivatives.  Investments 
in  CMO's  and  REMIC's  are  permitted  only  if  they  pass  a  strict  av- 
erage life  and  sensitivity  test.  Residuals,  such  as  stripped  mort- 
gage-backed securities,  are  prohibited  unless  they  are  made  solely 
to  reduce  interest  rate  risk.  Federal  credit  unions  may  not  buy  or 
sell  futures  contracts.  We  carefully  monitor  compliance  by  credit 
unions  with  these  strictures  and  we  continually  remind  credit 
unions  that  the  best  investment  they  can  make  is  a  loan  to  a  mem- 
ber. 

Mr.  Chairman,  during  your  tenure  in  both  Houses  of  Congress, 
you  have  played  an  important  role  in  making  several  changes  that 
have  significantly  and  beneficially  affected  the  credit  union  system. 

More  recently,  or  fairly  recently,  you  authored  a  series  of  credit 
union  amendments  that  passed  the  Senate  as  part  of  the  Federal 
Deposit  Insurance  Corporation  Improvement  Act  of  1991,  FDICIA, 
but  didn't  survive  the  conference.  However,  I  want  you  to  know 
that  those  amendments  and  GAO's  FIRREA-ordered  1991  Credit 
Union  Report  became  an  important  reference  point  that  resulted  in 
several  important  regulatory  changes  that  have  been  made,  and 
some  that  are  being  contemplated,  by  the  NCUA. 
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Finally,  Mr.  Chairman,  I'm  pleased  to  report  that  through  agency 
realignment,  we  have  reduced  NCUA's  annual  expenditures  by 
some  $3  million.  Given  our  agency's  size,  that  is  significant. 

We  have  also  increased  the  number  of  women  and  minority  staff 
members  in  supervisory  positions,  and  this  will  be  an  ongoing  ef- 
fort. 

So,  with  that  brief  statement,  I  thank  you,  Mr.  Chairman,  for 
this  opportunity  to  report  on  what  has  been  going  on  at  NCUA  and 
the  progress  we  have  been  making.  If  you  nave  any  questions,  I 
should  be  pleased  to  respond. 

The  Chairman.  Thank  you  very  much. 

I'd  just  take  a  quick  personal  prerogative,  if  I  may.  I  thank  you 
all  for  your  statements.  I  have  some  questions  I  want  to  get  into. 

Tonight,  the  Senate  is  having  a  dinner  in  which  they  are  honor- 
ing the  retiring  Senators  of  both  parties,  of  which  there  are  several 
in  addition  to  myself. 

It  creates  the  good  fortune  of  our  families  being  here  in  town 
with  us  today.  I  have  the  good  fortune  of  having  my  wife,  Lori  Han- 
son Riegle,  over  here,  who  some  of  you  have  had  a  chance  to  see. 
I'm  delighted  that  she's  able  to  be  here  in  the  city  today  and  in  the 
hearing  room. 

I  was  saying  to  Alan  Greenspan,  because  Lori  and  Alan  Green- 
span have  worked  together  before  on  Social  Security  issues  when 
the  Commission  did  its  work  several  years  ago  to  put  a  much 
stronger  financial  foundation  under  Social  Security,  that  Lori  has 
just  been  named  to  a  6-year  term  on  the  advisory  board  that  will 
oversee  the  newly  independent  Social  Security  agency. 

As  for  being  in  a  professional  area  for  the  last  20  years,  while 
I  am  not  seeking  another  6-year  term,  she  is  about  to  embark  on 
one.  I'm  very  proud  of  that  fact  and  she'll  make  a  great  contribu- 
tion to  the  country  in  that  area,  I'm  sure. 

Let  me  go  right  to  a  question  that  I  think  is  a  front-and-center 
question,  and  that's  the  issue  of  charter  shopping  by  financial  insti- 
tutions that  may  not  particularly  like,  for  one  reason  or  another, 
the  regulatory  regime  they  find  themselves  in. 

Banks,  as  we  have  seen,  are  becoming  much  more  aggressive 
about  switching  charters,  mostly  from  national  bank  to  State  bank, 
but  also  S&L's  are  shifting  out  to,  in  fact,  become  banks.  Often- 
times, that's  to  avoid  regulators  that  they  don't  like  for,  as  I  say, 
one  reason  or  another. 

I'd  like  to  go  right  down  the  table  in  the  order  that  we  had  you 
testify  and  ask  you.  Chairman  Greenspan,  then  Mr.  Ludwig,  Mr. 
Hove,  and  Mr.  Fiechter,  how  concerned  are  you  about  this  charter- 
flipping?  What  is  to  prevent  federally-insured  depository  institu- 
tions from  switching  perhaps  to  what  they  might  perceive  as  the 
weakest  regulator? 

Mr.  Greenspan.  Mr.  Chairman,  let  me  just  start  by  saying  that 
we  at  the  Federal  Reserve  do  not  solicit  charter-switching.  Indeed, 
in  earlier  years,  we  lost  membership  as  some  of  our  members  shift- 
ed out  of  State  member  bank  status  to  national  or  nonmember  sta- 
tus, and  there's  been  a  flow  going  back  and  forth. 

The  important  issue  which  we  discussed  in  the  context  of  the 
issue  of  consolidation,  as  you  recall  a  year  or  so  ago — the  basic 
problem  is  that  so  long  as  the  statutes  are  sufficiently  clear  as  to 
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what  the  regulatory  structure  should  be,  I  am  not  personally  con- 
cerned that,  within  the  narrow  areas  of  differences  of  various  dif- 
ferent regulatory  regimes,  there  is  an  economic  problem  here. 

I  do  think,  as  we,  the  Comptroller,  and  the  Treasury  Department 
have  observed,  that  there  are  cost  differences  which  are  partly  to 
blame  on  occasion,  and  we  ought  to  look  at  that  issue  in  some  de- 
tail, but  if  you're  asking  me  at  the  moment  whether  I  think  there 
is  a  significant  threat  to  the  system,  I  would  say  not  at  this  stage. 

The  Chairman.  Mr.  Ludwig,  what  would  be  your  response? 

Mr.  Ludwig.  This  is  a  serious  issue.  Solicitation  of  institutions 
for  a  charter-switch  is  an  affirmatively  pernicious  matter.  It  sets 
up  a  dynamic  in  the  regulatory  structure  that  is  not  desirable.  In- 
deed, it  was  Federal  Reserve  Chairman  Burns  some  years  ago  who 
warned  against  competition  in  laxity. 

I  think  we've  seen  a  great  deal  of  solicitation — almost  unprece- 
dented— agoing  on  in  this  area  in  the  form  of  letters,  videotapes,  and 
meetings.  I  think  that  is  inherently  pernicious  and  creates  an  un- 
derlying weakness  in  the  system. 

The  Chairman.  Mr.  Hove? 

Mr.  Hove.  Let  me  also  say,  as  Chairman  Greenspan  did,  that  the 
FDIC  has  not  been  soliciting  and  will  not  solicit  institutions  to 
switch  a  charter,  either  from  a  commercial  banking  charter  or  a 
federally-chartered  thrift,  that  we  are  very  sensitive  to  the  issues 
that  both  Mr.  Ludwig  and  Mr.  Fiechter  point  out,  and  that  we  un- 
derstand the  issues  of  the  regulator  maintaining  the  ability  to  have 
their  fees  fund  their  organization. 

It  also  is  important  to  have  States  that  have  innovative  issues 
in  their  banking  system  and  for  banks  to  have  a  choice  in  that — 
in  selecting  their  charter. 

The  issue  of  insurance  funds — clearly,  the  same  insurance  pre- 
mium is  paid  by  national  banks  and  federally-chartered  thrifts,  as 
by  State  banks  and  State-chartered  thrifts. 

We  provide  the  examination  for  the  State  nonmember  banks  and 
we  also  provide  the  examination  for  the  State-chartered  thrifts. 

There  is  an  argument  you  could  present  that  there  is  some  in- 
equity in  that,  but  I  would  say  all  banks  pay  an  examination  fee 
to  their  chartering  authority.  Whether  that  fee  is  the  same  or  not 
really  is  an  issue  of  the  States,  the  OCC,  and  the  OTS. 

Is  it  an  issue?  Yes,  it's  a  very  serious  issue  and  I'm  very  inter- 
ested in  looking  at  this,  along  with  Mr.  Ludwig,  Mr.  Fiechter,  and 
Chairman  Greenspan. 

Mr.  Fiechter.  I  think  it  is  a  serious  issue.  Obviously,  one  of  the 
benefits  in  this  country  is  that  we  have  a  very  dynamic  market, 
and  I  recognize  that  as  the  market  changes,  in  both  technology  and 
demographics,  there  will  be  market-driven  reasons  why  institutions 
may  choose  to  change  the  nature  of  their  business  and,  in  some 
cases,  that  may  require  a  change  in  charter. 

To  the  extent  that  there  are  nonmarket-driven  reasons  for  chang- 
ing, I  think  you,  Mr.  Chairman,  addressed  one  of  the  issues  that 
we  had  at  least  found  was  causing  a  lot  of  institutions  to  shift  from 
our  supervision  to  that  of  a  State,  which  had  to  do  with  the  mu- 
tual-to-stock conversions. 

We,  on  the  FDIC  Board,  have  worked  closely  to  try  to  eliminate 
differences  in  the  rules  that  extend  to  an  institution  that  goes  from 
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mutual  to  stock,  regardless  of  who  they  are  chartered  under.  As  a 
consequence  of  that,  in  part,  we  have  seen  a  fairly  sharp  drop  in 
the  number  of  institutions  that  are  converting. 

I,  in  my  testimony,  list  a  number  of  different  and,  in  some  cases, 
somewhat  unique  costs  that  the  thrifts  face  that  I  do  not  believe 
are  either  necessary  from  a  regulatory  standpoint  or  from  the 
standpoint  of  market-driven.  I  think  that  the  Committee,  next 
year,  can  take  some  of  these  up. 

The  Chairman.  I'm  going  to  give  you  some  follow-up  questions 
for  the  record  on  this,  but  one  thing  I  am  concerned  about  here, 
given  the  fact  that  it's  a  somewhat  fluid  situation,  is  that  there  are 
some  published  reports  recently  indicating  that  some  financial  in- 
stitutions may  have  changed  or  attempted  to  change  their  charters 
in  order  to  avoid  enforcement  or  investigative  efforts. 

I  don't  think  we  would  want  that  occurring.  I  would  like  to  have 
an  understanding  with  all  of  you  that,  in  those  kinds  of  situations 
where  somebody  is,  in  a  sense,  on  the  run  from  one  regulator  be- 
cause of  some  matter  that  has  arisen  that  is  of  some  concern  and 
consequence,  this  will  not  have  an  encouragement  of  that.  I  don't 
want  to  see  other  regulators  willing  to  take  people  in  under  those 
circumstances.  I  think  that  would  be  an  aspect  of  this  that  we 
would  not  want  to  see. 

Can  I  have  a  response  from  you  on  that? 

Mr.  Greenspan.  If  I  may,  Mr.  Chairman,  I  think  we  all  agree 
with  that.  None  of  us  would  encourage  the  acceptance  of  charters 
to  the  various  authorities  of  institutions  which  were  fleeing,  as  one 
puts  it,  some  legal  mandate  or  some  investigative  problem. 

I  think  we're  acutely  aware  of  that  and  eschew  it  very  forcefully. 

The  Chairman.  I  assume  the  others  agree  with  this.  Yes? 

Mr.  LUDWIG.  Yes,  Mr.  Chairman.  This  is  a  critical  item,  and  it 
is  the  sort  of  competition  in  laxity  that  Chairman  Burns  had  point- 
ed to.  It  is  very,  very  damaging  to  the  system  and  to  the  enforce- 
ment of  Federal  laws. 

The  Chairman.  It's  also  important,  and  I  want  to  make  it  clear 
that  I  think,  to  the  extent  that  were  being  done  either  to  escape 
fair  lending  requirements,  which  is  a  problem  in  our  society  and  if 
any  of  us  suddenly  found  ourselves  as  part  of  a  minority  commu- 
nity for  a  day  or  week,  I  think  we'd  understand  it  in  terms  of  the 
reality  of  the  situation,  but  I  would  not  want  to  see  that  being  done 
either  for  purposes  of  community  reinvestment  requirements  or  fair 
lending  requirements. 

It  isn't  just  a  question  of  somebody  trying  to  move  out  because 
they've  had  some  other  kind  of  improper  action  going  on,  perhaps, 
that's  under  investigation.  I  don't  think  we  can  have  a  situation, 
either,  where  the  system  isn't  operating  fairly  and  with  the  same 
general  application  of  effort  to  ensure  that  it's  fair. 

That's  why  we're  here.  There  is  a  public  interest  requirement,  as 
I  know  you  all  know  and  feel,  that  this  system  be  available  and  be 
working  in  a  way  where  there  is  some  equity  in  it  in  terms  of  ac- 
cess to  credit  and  to  the  system,  and  that  we  not  have  the  continu- 
ations of  some  of  the  patterns  of  denial  that  we've  seen  in  the  past 
that  have  nothing  to  do  with  creditworthiness. 

Part  of  the  way  we  hold  faith  in  the  country  is  to  make  sure  that 
people  who  are  out  there  understand  that  tne  system  is  on  their 
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side,  not  just  on  the  side  of  the  other  fellow  but  on  their  side  as 
well. 

So,  in  that  area,  I  would  urge  you  to  hold  to  a  high  standard  and 
not  have  a  situation  where  we  get  a  race  to  the  bottom  in  terms 
of  enforcement  of  basic  laws  that  have  to  do  with  fairness. 

Can  I  have  such  an  understanding? 

Mr.  FlECHTER.  I  totally  agree. 

Mr.  LuDWiG.  Absolutely. 

The  Chairman.  I  think  everybody's  either  nodding  in  the  affirm- 
ative or  speaking  in  the  affirmative.  Let  the  Clerk  so  record. 

Chairman  Greenspan,  I  don't  want  to  digress  to  any  great  degree 
from  what  we're  here  about  today,  but  I  do  want  to  pose  a  question 
I  think  is  an  important  public  interest  question  that  I  raised  to  you 
before  we  started  the  hearing.  That  is  the  concern  that  everyone 
has  in  the  country  as  to  how  the  economy  itself  is  going  in  terms 
of  not  just  growth,  but  inflation  pressures,  interest  rate  pressures, 
and  so  forth. 

I  mentioned  to  you  at  the  outset  that  we've  all  been  observing 
the  upward  pressure  on  long  interest  rates  in  the  last  period  of 
time. 

I  would  welcome  and  ask  your  comment  as  to  how  we're  doing 
just  with  respect  to  the  overall  functioning  of  the  American  econ- 
omy, how  you  see  that  fitting  into  the  global  economy  with  respect 
to  either  pressure  on  interest  rates  coming  out  of  the  market,  sepa- 
rate and  apart  from  what  actions  the  Fed  may  or  may  not  have 
taken,  or  need  to  take  in  the  future,  and  just  your  current  assess- 
ment? 

I'd  like  to  have  that  and  I  think  it's  important  that  we  give  you 
a  chance  to  offer  it  now. 

Mr.  Greenspan.  Mr.  Chairman,  I  can't  add  terribly  much  to 
what  I  stated  during  my  last  testimony  under  the  Humphrey-Haw- 
kins Act. 

The  economy  is  doing  well.  There's  no  question  about  it.  It's 
solid.  There's  fairly  solid  underlying  growth. 

I  think  it  is  clear  that  the  rate  of  growth  is  slowing  from  the  ear- 
lier fairly  exuberant  growth  that  occurred  late  last  year  and  earlier 
this  year.  Still  unclear  is  the  extent  to  which  the  rate  of  diminish- 
ment  is  proceeding. 

The  rest  of  the  world  is  clearly  doing  better.  There  has  been  a 
significant  improvement  in  the  outlook  for  Europe.  There  is  evi- 
dence that  Japan  is  finally  working  its  way  through  some  of  its  dif- 
ficult problems  and  showing  signs  of  recovery. 

In  that  respect,  there  is  a  fairly  broad  global  expansion  that's 
going  on  and  it's  the  healthiest  economic  growth  we  have  seen  in 
quite  a  substantial  period  of  time. 

The  Chairman.  Are  we  beginning  to  press  up  against  any  supply 
limitations  on  either  raw  materials,  labor,  or  capital  that  are  start- 
ing to  change  the  picture,  either  globally  or  as  it  feeds  back  into 
the  U.S.  economic  picture? 

Mr.  Greenspan.  I  can't  really  add  to  what  I  said  at  my  last  testi- 
mony. The  data  show,  as  I  indicated  then,  that  slack  has  dimin- 
ished in  both  product  and  the  labor  markets.  Our  view  continues 
to  be  that  we  must  look  under  the  aggregative  data  to  make  certain 
that  what  we  are  seeing  is  evidence  of  pressures. 
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I  don't  think  I  can  add  terribly  much  to  my  extensive  com- 
mentary I  gave  the  last  time  I  was  here. 

The  Chairman.  I  might  say  that  I  think  part  of  the  story,  an  im- 
portant part  of  the  story  of  the  recovery  of  bank  balance  sheets  and 
the  balance  sheets  of  other  institutions,  relates  in  large  part,  in  im- 
portant part,  to  the  low  interest  rate  environment  we  had  for  some 
period  of  time,  and  due  in  part  to  the  fact  that  the  economy  was 
weak,  we  had  other  problems,  and  so  forth. 

I  think  it's  fair  to  say  that  in  the  spreads  financial  institutions, 
that  we're  here  to  talk  about  today,  were  able  to  work  with  and 
earn  substantial  earnings  as  a  result  of,  has  really  been  a  key  part 
of  the  story  of  the  strength  we  now  see. 

That  period  has  been  really  quite  essential,  I  think,  not  only  to 
the  recovery  of  asset  values  in  certain  cases,  but  also  to  rebuilding 
these  balance  sheets,  and  you've  talked  about  that  before.  I  think 
it's  a  central  fact. 

I  think  the  question  I'm  hearing  more  and  more  people  raise,  not 
just  the  citizens  Senator  Murray  talked  about  in  the  grocery  store, 
and  I'm  hearing  that,  too,  but  also  from  business  leaders,  is  the 
question  of  whether  we're  going  to  be  able  to  maintain  a  balance 
between  growth  and  controlling  inflation  and  not  having  interest 
rates  ratchet  up  so  high  that,  all  of  a  sudden,  we  find  ourselves 
with  that  becoming  a  real  drag  on  the  economy. 

When  I  look  across  the  United  States,  I  see  a  stronger  economy 
in  many  ways,  although  there  are  still  pockets  of  problems,  particu- 
larly the  size  of  the  underclass  and  a  lot  of  people  still  sliding  back- 
ward, out  of  the  middle  class.  A  lot  of  people  are  working  part-time 
that  want  to  work  full-time  and  there  are  major  disadvantages  to 
that. 

I'm  wondering,  again,  about  the  degree  to  which  the  rising 
strength  in  the  global  economy,  at  some  point,  will  come  back  and 
have  an  increasing  impact  on  what  happens  here  in  the  United 
States. 

We  are  a  global  economy.  When  Ron  Brown  was  here  yesterday 
to  talk  about  American  competitiveness,  it's  all  in  the  context  of 
the  fact  that  we  now  have  a  world  system,  and  profoundly  so,  in 
our  capital  markets  and  in  our  financial  relationships. 

I  think  it's  very  important  for  us  to  understand  the  degree  to 
which  events  beyond  our  shores  may  relate  to  the  question  of  how 
much  maneuvering  room  we  have  with  respect  to  trying  to  fine- 
tune  our  own  economy  and  what  kind  of  pressures  may  be  there. 

You  never  know  if  you're  in  a  rough  equilibrium  situation  or  not, 
I  suppose,  until  it's  tested  by  events,  but  we  are  getting  good 
growth.  I  think  inflation  does  seem  to  be  essentially  moderate,  if 
not  completely  under  control.  I  hope  we  can  stay  in  that  pattern. 

I  hope  we  don't  get  into  a  situation  where  we  start  to  get  a  rico- 
chet effect,  where  the  interest  rate  sensitive  parts  of  the  economy 
were  to  suddenly  find  themselves  hit  hard. 

I  know  that's  not  the  intention  of  the  Fed.  I  don't  just  address 
this  comment  to  you.  Chairman  Greenspan,  but  I'm  hopeful  that 
we  can  stay  where  we  are.  You've  emphasized  before  that  the  coun- 
try— if  you  look  at  its  overall  economic  prospects,  I  don't  know  your 
exact  words,  but  you've  said  here  recently  that  you  think  it  feels 
about  as  good  in  the  aggregate  as  you've  seen  it  in  some  years. 
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You're  nodding  in  the  affirmative,  just  for  the  record. 

I  think  a  lot  of  hard  work  by  a  lot  of  people  in  and  out  of  private 
sector  and  Government  has  been  bent  to  that  end,  to  try  to  bring 
that  about. 

Hopefully,  we  can  continue  to  get  a  run  of  strong  economic  per- 
formance, continued  growth  without  the  inflation  and  without  get- 
ting into  these  spikes  in  interest  rates  that  we've  had  to  deal  with 
in  the  past. 

I  know  your  intention  is  to  avoid  that  and  you're  trying  mightily 
to  do  that.  We  want  to  help  you.  I  think  our  budget  package  of  last 
year  was  designed,  in  part,  to  relieve  some  of  that  fiscal  pressure. 
I  think,  if  memory  serves  me  right,  we  will  now  have  3  years  in 
a  row  where  we've  actually  reduced  the  Federal  deficit  over  what 
was  projected,  and  that's  the  first  time  that's  happened  going  back 
virtually  decades. 

Hopefully,  as  we  subtract  some  of  that  fiscal  stimulus,  if  you  will, 
in  terms  of  the  track  we've  been  on,  that  will  ease  some  of  this 
pressure,  even  if  global  capital  requirements  are  rising. 

We'll  be  watching  it  very  carefully  and  I  know  you  at  the  Fed  are 
as  well. 

W^e'll  come  back  to  our  other  subject.  I'd  like  to  ask  two  other 
things  and  then  I'm  going  to  provide  some  questions  for  the  record. 

On  this  difference  in  deposit  insurance  premiums,  as  between 
banks  and  thrifts,  a  recent  report  by  the  SAIF  Industry  Advisory 
Committee  indicates,  as  was  said  here  earlier,  that  the  thrift  indus- 
try is  soon  going  to  be  paying  considerably  higher  deposit  insurance 
premiums  than  banks.  Increasingly,  there  is  discussion  about  a 
possible  merger  between  the  Bank  Insurance  Fund  and  the  Savings 
Association  Insurance  Fund. 

I'm  wondering  what  each  of  you  think  might  be  the  risks  of  any 
large,  long-term  premium  disparity?  Would  that  be  a  problem,  as 
you  would  see  it.  Chairman  Greenspan? 

Mr.  Greenspan.  I  do  see  it  as  a  problem,  Mr.  Chairman.  I've 
raised  this  question  at  length  in  the  last  year  or  two  as,  indeed, 
my  colleagues  on  both  sides  of  me  have. 

We're  aware  that  if  you  get  a  competitive  disparity  of  a  signifi- 
cant order  of  magnitude,  you  create  a  situation  in  which  you  nave 
a  movement  out  of  the  savings  and  loan  industry,  and  fewer  re- 
sources in  the  SAIF.  Since  the  FICO  bonds  are  a  fixed  cost,  as  Mr. 
Fiechter  said,  you  run  into  the  continuous  pressure  where  you  have 
a  significant  fixed  cost  but  the  resources  decline,  which  means  that 
the  average  premiums  must  rise  for  savings  and  loans,  which 
means  they  are  less  competitive,  and  you  go  through  this  particular 
cycle. 

It's  quite  important  that  this  issue  be  resolved.  It's  a  difficult 
issue  because  you're  really  asking  individuals  who  have  succeeded 
in  not  imposing  themselves  on  tne  American  taxpayer  to  pick  up 
the  cost  of  people  who  have.  That  is  an  extremely  difficult  issue  to 
resolve. 

It's  one,  however,  which  is  going  to  be  put  on  the  table  for  all 
of  us  next  year.  As  Chairman  Hove  indicated,  the  data  suggest  that 
the  long-awaited  and  important  and,  I  say,  very  desirable  adjust- 
ment in  commercial  bank  insurance  fees  is  approaching,  and  that's 
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the  point  at  which  the  solution  has  got  to  be  addressed.  This  prob- 
lem has  got  to  be  addressed. 

The  Chairman.  Mr.  Fiechter,  why  don't  you  follow. 

Mr.  Fiechter.  I'd  like  to.  I  totally  agree  with  the  comments 
made  by  Chairman  Greenspan. 

I  would  add,  as  I  expressed  in  more  detail  in  my  testimony,  one 
additional  concern,  which  was  that,  to  the  extent  the  thrifts  become 
less  competitive  as  they  pay  the  higher  insurance  premium  vis-a- 
vis banks,  because  the  SAIF  is  so  far  from  meeting  its  target  of  IV4 
percent,  I  have  the  additional  concern  that  in  the  future,  as  thrifts 
become  weak,  it  will  become  much  more  difficult  for  those  institu- 
tions to  recapitalize  without  Government  assistance. 

As  a  consequence,  you  have  a  weak  insurance  fund  being  even 
more  burdened  with  additional  thrift  failures  than  might  be  the 
case  if  we  could  figure  out,  over  the  very  near  term,  a  way  to  at 
least  put  thrifts  and  banks,  healthy  thrifts  and  banks,  on  more  of 
a  level  playing  field  in  terms  of  their  insurance  costs. 

The  Chairman.  Mr.  Hove,  what  thoughts  do  you  have? 

Mr.  Hove.  I  would  concur  with  what  Chairman  Greenspan  and 
what  Mr.  Fiechter  have  said.  It  is  an  issue  that  is  coming  very 
soon.  As  I  mentioned  in  my  testimony,  we^  look  forward  to  the  day 
very  soon  when  the  Bank  Insurance  Fund  will  be  recapitalized. 

We  are  also  faced  with  the  issue  that  Chairman  Greenspan 
pointed  out,  that  a  merger  of  the  funds  or  a  sharing  of  the  FICO 
obligation  by  institutions  that  really  had  nothing  to  do  with  it  is 
imposing  a  tremendous  burden  on  those  institutions. 

But  the  burden  is  there.  I  guess  you  could  make  the  same  argu- 
ment that  the  thrifts  that  remain,  clearly,  were  not  part  of  the 
problem,  either.  They  are  the  healthy  thrifts  that  have  remained, 
like  the  healthy  banks. 

It  is  an  issue  that  is  going  to  take  a  lot  of  thought,  a  lot  of  delib- 
eration. There  are  some  alternatives,  I  guess,  that  we've  described. 
One  of  these  alternatives  is  the  merger  of  the  funds. 

There  may  be  some  other  alternatives,  as  I  have  described  in  my 
written  testimony,  but  it  is  an  issue  that  I  think  is  going  to  need 
to  be  addressed  very  soon  next  year. 

The  Chairman.  Mr.  Ludwig? 

Mr.  Ludwig.  To  address  this  adequately  takes  a  considerable 
amount  of  study.  We  have  to  determine  precisely  when  the  funds 
will  become  imbalanced,  what  that  really  means  in  terms  of  dollars 
and  cents,  and  how  long  the  imbalance  is  going  to  take  place,  given 
the  relative  healths  of  the  industries.  As  an  FDIC  member,  I  think 
there  is  a  great  deal  of  study  that  we  have  to  do  before  we  can  de- 
termine what  an  ideal  solution  is.  It  does  seem  quite  unfair,  in  a 
way,  that  the  institutions  that  had  nothing  to  do  with  the  problem, 
be  they  banks  or  healthy  thrifts,  should  be  the  very  institutions 
that  bear  this  load. 

The  Chairman.  I  want  to  also  cover  with  you  the  issue  of  interest 
rate  risk,  and  I  want  to  address  this  to  you,  Chairman  Greenspan, 
and  to  Mr.  Ludwig  and  Mr.  Hove. 

If  we  were  to  see  a  sudden  shift  in  interest  rates — we  hope  not 
to  see  that,  but  if  we  do — it's  conceivable  that  we  could  see  some 
failures  or  near-failures  of  financial  institutions. 
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In  fact,  Congress  addressed  this  issue  3  years  ago  by  requiring 
capital  requirements  to  actually  reflect  what  we  call  interest  rate 
risk. 

In  the  meantime,  derivatives  positions  at  the  banks  have  more 
than  doubled,  to  some  $15  trillion,  in  what  we  call  notional  value. 

I  know  the  OTS  issued  new  rules  last  year  regarding  this.  When 
will  we  see  the  other  regulators  doing  that? 

Chairman  Greenspan? 

Mr.  Greenspan.  Hopefully,  we're  pretty  close.  The  staffs  of  our 
agencies  have  been  working  closely  together  on  this. 

It's  a  very  difficult  issue  largely  because  the  technology  is  chang- 
ing rapidly  under  us  and  enabling  significant  interest  rate  risks  to 
start  to  emerge  that  have  to  be  addressed. 

In  other  words,  ideally,  what  you  want  is  a  model  which  captures 
fully  the  exact  effect  of  any  interest  rate  changes  on  the  capital  of 
an  institution. 

In  order  to  do  that  for  every  institution,  it's  extremely  complex 
so  that  we  all  have  to  take  a  somewhat  more  truncated  summary 
version  of  the  process,  one,  to  avoid  the  tremendous  heavy  regu- 
latory burden  that  we  could  impose,  and  two,  nonetheless,  to  have 
something  which  does  capture  the  mismatch  between  the  matu- 
rities of  assets  and  liabilities  and  hence,  the  risk. 

As  the  markets  continuously  change,  that  mechanism,  whichever 
we  choose,  is  going  to  have  to  change.  What  we  are  working  on  now 
is  to  try  to  find  a  mechanism  which  will  work  for  a  while  and  hope- 
fully, we're  getting  fairly  close. 

If  our  staffs  don  t  quite  get  to  a  final  resolution,  I  think  the  group 
at  this  table  will  get  together  and  we  will  get  it  solved. 

The  Chairman.  I  think  that's  important,  and  I  would  strongly 
urge  that.  Sometimes  staffs  can  resolve  things  and  sometimes  they 
can't.  The  principals  have  to  sit  down  and  finish  closing  the  gaps. 

I  think  it's  important  that  that  be  done.  Mr.  Ludwig,  do  you 
want  to  comment,  and  then  I  want  to  hear  from  Mr.  Hove  as  well? 

Mr.  Ludwig.  I  would  make  two  observations.  We  are  consider- 
ably past  the  statutory  deadline.  This  is  an  area  of  genuine  worry. 

It  is  also  a  classic  example  of  why  the  current  regulatory  system 
does  not  work.  Multiple  regulators  bickering  about  an  important 
rule  is  just  unacceptable  in  areas  of  risk.  If  this  rule  were  done  by 
any  of  these  agencies  independently,  they  would  be  able  to  handle 
this  apolitical  issue — a  matter  of  technical  precision — in  a  reason- 
able period  of  time. 

I  have  instructed  my  staff  to  work  with  the  other  agencies  as  ag- 
gressively as  they  possibly  can  to  get  this  done  because  it  is  ter- 
ribly important.  It  is  lamentable  that  this  kind  of  regulatory  struc- 
ture impedes  progress  in  an  important  area. 

The  Chairman.  Mr.  Hove? 

Mr.  Hove.  Again,  our  agency  is  working  very  closely  with  the 
other  agencies  to  come  to  some  closure  on  this.  As  Chairman 
Greenspan  mentioned,  we  are  very  close  to  coming  to  this. 

It  is  a  very  difficult  issue  because  it  does  change  and  changes 
rapidly.  We  look  forward  to  the  day  very  soon  when  we  will  have 
an  interest  rate  component  added  to  the  capital  requirements. 

The  Chairman.  I  want  to  bring  this  whole  discussion  back 
around  and  ask  you  to  reflect  on  your  earlier  testimony,  your  pre- 
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pared  testimony,  and  the  summaries  you  gave.  I'd  like  to  go  down 
the  table  and  ask  each  of  you  what  vou  think  the  greatest  either 
immediate  or  long-term  problem  is  that  faces  the  industry  you're 
regulating. 

What  is  there  out  on  the  horizon  that,  when  all  is  said  and  done, 
is  the  source  of  greatest  concern  to  you  and  that  we  really  have  to 
have  on  our  radar  screen? 

Let  me  start  with  you,  Chairman  Greenspan. 

Mr.  Greenspan.  Mr.  Chairman,  we're  all  aware  that  there's  an 
extraordinary  acceleration  in  technology  and  telecommunications 
which  has  rendered  the  financial  system  far  more  dynamic,  both 
for  the  United  States  and  for  the  rest  of  the  world. 

We  have  a  rapidly  changing  global  system  which  reflects  the 
state  of  knowledge  and  technological  advance  which  very  signifi- 
cantly affect  the  type  of  products  that  the  financial  industry  and 
the  banking  industry  in  particular  sell. 

It's  important  for  us  to  be  acutely  aware  of  the  dynamics  of  these 
changes  and  to  adjust  our  regulatory  approach  increasingly  to  ob- 
serving the  process  by  which  risk  management  evolves  in  the  var- 
ious institutions. 

I  would  say,  at  this  particular  point,  that  it  is  very  important  for 
us  to  make  certain  our  supervisory  and  regulatory  approach  in- 
creasingly encompass  the  dynamics  of  the  system. 

What  I  would  say  is  the  greatest  risk,  if  one  wants  to  put  it  that 
way,  is  also  our  greatest  challenge,  which  is  to  adjust  to  what  is 
an  extraordinarily  rapidly  changing  system. 

I  might  say  one  of  the  reasons  why  we  have  been  reluctant  to 
sanction  changes  in  legislation  is  that  we're  worried,  under  this  dy- 
namic system  with  which  we're  dealing,  that  we  do  not  inadvert- 
ently stick  rigid  barriers  to  change,  which  would  occur  if  inappro- 
priate legislative  actions  were  taken. 

This  does  not  mean  we  should  not  be  expanding  our  supervisory 
and  regulatory  reach  because,  indeed,  we  are  and,  indeed,  we  will 
have  to,  as  the  complexity  of  the  various  products  and  the  various 
structures  begin  to  become  ever  more  manifest. 

The  Chairman.  I  might  just  indicate  on  that  point,  to  you  and 
to  others  following,  that  I  have  planned  a  hearing  which  will  take 
place  next  week,  on  the  28th,  on  looking  at  the  dynamics  of  the 
United  States  and  world  capital  markets. 

We  will  have  as  witnesses  that  day  Gerald  Corrigan,  Leo 
Melamed,  Arthur  Levitt,  and  also  Felix  Rohatyn,  to  come  and  help 
sketch  out  the  dynamics  they  see  from  their  respective  vantage 
points  to  try  to,  in  a  sense,  give  us  more  understanding  on  what 
these  changes  are,  both  the  technologically  driven  changes  and  the 
market  structure  changes,  in  the  globalization  process. 

I  think  this  question  of  where  the  world  capital  markets  are 
going  and  how  that  will  impact  us,  is  impacting  us,  and  is  a  critical 
issue  for  the  future.  I  want  to  lay  down  as  strong  a  foundation  of 
insight  as  I  can,  as  I  turn  this  Chairmanship  over  to  the  next 
chairman. 

We  will  be  dealing  with  that  next  week.  If  anybody  has  any  sup- 
plementary information  they  want  to  give  us  to  put  into  the  record 
that  day,  we'd  welcome  having  that. 

Mr.  Greenspan.  That's  a  good  panel  you  have. 
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The  Chairman.  Thank  you.  Would  you  like  to  come,  by  the  way? 

[Laughter.] 

Mr.  Greenspan.  I  appreciate  your  invitation. 

[Laughter.] 

The  Chairman.  Mr.  Ludwig? 

Mr.  Ludwig.  We  are  in  a  period  of  dynamic  change,  and  we  face 
genuinely  extraordinary  challenges,  even  though  the  industry  is 
healthy.  This  industry,  as  I  indicated  in  my  testimony,  must  evolve 
in  order  to  stay  competitive  and,  in  the  end,  be  safe  and  sound.  At 
the  same  time,  we  must  have  a  supervisory  mechanism  that  is 
strong  enough  and  complete  enough  to  see  that  change  occurs  in 
a  safe  and  sound  manner.  There  are  various  parts  to  that  safety 
and  soundness  net  that  have  to  be  in  place. 

The  current  regulatory  structure  is  not,  in  my  view,  as  strong  as 
it  should  be.  A  consolidated  regulator  makes  sense.  We  run  risks 
with  the  current  structure,  as  you  have  indicated,  with  respect  to 
the  charter  conversion  issue. 

Additionally,  we  have  to  make  sure  that  we  have  the  technical 
personnel  who  are  able  to  appreciate  the  changes  and  supervise  ac- 
cordingly. I  am  confident  that  at  the  Office  of  the  Comptroller,  we 
now  have  those  people  who  can  supervise  a  changing  industry,  but 
that  is  something  we  have  to  continually  be  vigilant  about. 

If  we  do  not  allow  the  industry  to  evolve,  on  the  one  hand,  we 
present  ourselves  with  serious  safety  and  soundness  problems.  On 
the  other  hand,  we  have  a  regulatory  apparatus  that  needs  to 
change. 

The  Chairman.  Mr.  Hove,  what  do  you  see  that  you  want  to  flag 
for  us  today? 

Mr.  Hove.  I  would  agree  with  the  comments  that  both  my  col- 
leagues have  made  on  the  need  for  maintaining  technological  skills 
in  the  regulatory  agencies  so  that  we  can,  in  fact,  assess  the  risk. 

I  would  suggest  that  we  also  need,  and  the  challenge  we  see,  is 
the  ability  for  the  industries  to  maintain  their  competitiveness, 
both  in  this  country  and  throughout  the  world. 

We  need  more  focus  just  on  the  FDIC.  The  FDIC  is  an  interest- 
ing organization  because,  as  we  see  the  industry  gaining  health, 
this  agency  has  to  be  flexible  enough  to  reduce  its  size.  Our  work- 
load goes  down  as  the  industry  gets  better. 

One  of  the  challenges  we  face  at  the  FDIC  is  resizing  the  agency 
to  be  in  a  much  healthier  environment  but,  at  the  same  time,  hav- 
ing the  key  people  there  in  case  we  run  into  another  situation — 
that  we  still  have  key  people  there  that  can  handle  a  crisis,  if  it 
should  occur  again. 

The  Chairman.  Mr.  Fiechter? 

Mr.  Fiechter.  I'd  like  to,  I  guess,  pick  up  on  a  couple  of  the  dif- 
ferent comments  made. 

I  think  the  immediate  issue  for  the  industry  is  resolving  the  BIF/ 
SAIF  issue.  I  think,  longer  term,  there  are  some  real  questions  that 
have  to  be  asked  with  respect  to  the  role  of  the  thrift  industry  in 
housing  finance. 

As  you  know,  the  GSE's  now  pretty  much  dominate  the  conven- 
tional market.  You  had  mentioned  earlier  in  your  remarks,  Mr. 
Chairman,  about  the  importance  of  the  Community  Reinvestment 
Act.  When  that  was  passed,  most  mortgages  were  made  by  insured 
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institutions  that  came  under  that  Act.  Today,  the  majority  of  mort- 
gages are  made  outside  the  insured  depository  institutions. 

The  effect  of  this  uncertainty  on  the  thrift  industry  has  a  more 
immediate  effect  on  the  Office  of  Thrift  Supervision. 

As  we  testified  in  February,  when  we  were  discussing  the  issue 
of  consoHdation,  at  the  end  of  this  year,  OTS  will  have  half  the 
staff  that  we  had  4  years  ago.  I  was  in  New  Jersey  yesterday  at 
a  regional  staff  conference  where  some  of  the  key  people,  that  I 
think  are  important  for  the  agency  to  retain  to  talce  on  the  kinds 
of  risk  that  Chairman  Greenspan  mentioned,  asked  why  they 
should  stay  in  an  agency  that  was  shrinking  10  to  15  percent  a 
year,  and  where  there  was  not  a  clear  light  at  the  end  of  the  tun- 
nel. 

At  some  point  in  time,  I'm  afraid  that,  if  we  don't  either  consoli- 
date the  agencies  or  give  the  head  of  the  OTS  a  better  ability  to 
convince  key  people  to  stay  on  at  the  agency,  we  could  run  into  the 
kinds  of  problems  we  had  in  the  mid-1980's  of  an  understaffed  and 
undercapitalized,  if  you  will,  thrift  regulator. 

The  Chairman.  We  can't  let  that  happen  and  I  appreciate  your 
putting  it  on  the  table  as  directly  as  you  have. 

Mr.  D'Amours.  Mr.  Chairman,  I'd  like  to  talk  to  that,  if  I  could. 

The  Chairman.  Yes,  please. 

Mr.  D'Amours.  The  credit  unions  are  unique,  of  course,  in  their 
history  and  in  their  structures,  I  would  like  to  take  the  opportunity 
to  remind  this  Committee  and  the  Members  of  Congress  in  general 
that  credit  unions,  too,  are  having  to  adiust  to  the  new  complexities 
that  are  caused  by  their  own  growth,  by  modern  financial  instru- 
ments, and  by  new  technologies. 

Our  challenge,  I  think,  is  to  deal  with  this  while  not  losing  the 
public  support  and  the  political  support,  without  which  the  credit 
union  system  could  not  continue  to  survive. 

We  are  doing  that.  Our  mission — my  mission,  as  chairman  of  the 
agency,  and  the  mission  of  the  Board — is  to  see  to  it  that  the  public 
understands  and  that  Congress  understands  that  we  cannot  re- 
main hindered  by  horse  and  buggy  technology  in  this  modem — 
we're  given  moaem  developments — but  that  we  are  nonprofit, 
member-owned,  member-operated  in  a  democratic  manner,  coopera- 
tives whose  function  and  whose  operations  are  to  provide  financial 
services  to  the  inner  cities  and  to  people  who  have  not  been  served 
by  more  traditional  financial  service  providers  in  this  country. 

We  are  doing  that.  There  is  some  misunderstanding  growing  out 
there,  some  driven  by  competitive  needs,  but  some  of  it  driven  by 
honest  misapplication  or  misunderstanding  of  the  history  or  statu- 
tory authority  of  credit  unions. 

I  just  would  hope  this  Committee,  certainly  this  Committee,  and 
Congress  understand  that  the  purpose  and  the  function  of  credit 
unions  stand  inviolate.  Of  course  there  are  problems  in  dealing 
with  growth,  but  we  are  in  control  of  that  and  I  can  assure  you 
that  the  mission  still  pertains. 

The  Chairman.  Thank  you.  Chairman  Greenspan,  let  me  raise 
another  issue  with  you. 

It's  my  understanding  that  the  Federal  Reserve  has  concluded  an 
agreement  by  a  California  bank  with  a  greenlining  coalition  to  try 
to  help  ensure  that  the  bank  is  meeting  its  fair  lending  objectives. 
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The  agreement  they've  worked  out  between  them  would  somehow 
violate  a  Fed  regulation.  As  I  understand  it,  the  agreement  calls 
for  the  bank  to  collect,  on  a  voluntary  basis,  data  on  race,  ethnicity, 
and  gender,  only  from  business  owners  who  actually  had  obtained 
loans  from  the  bank  and  were  no  longer  applicants. 

The  question  that  arises  as  we've  looked  at  this  and  I've  asked 
the  staff  to  examine  it,  is  why  would  it  be  appropriate  to  prohibit 
collection  of  race  and  gender  data  when  the  efforts  to  collect  it  are 
voluntary  and  they're  aimed  at  improving  lending  to  what  are  tra- 
ditionally underserved  groups? 

Mr.  Greenspan.  Mr.  Chairman,  that  goes  back.  There's  a  long 
history  to  it,  and  it  relates  to  the  promulgation  of  Regulation  B  by 
the  Federal  Reserve  which  covers  the  area  that  you're  discussing. 

The  evaluation  of  Reg  B  is  currently  under  review  by  the  Federal 
Reserve  Board  and  I  think  we  will  come  to  a  conclusion  on  this 
sooner  rather  than  later. 

I  can't  go  further  into  it  because  we're  not  quite  sure  precisely 
where  we're  coming  out.  The  initial  Regulation  B  which  was  pro- 
mulgated stipulated  that  you  could  not  collect  data  on  gender,  race, 
or  other  non-economic  factors. 

The  reasoning  behind  that,  which  goes  back  a  long  way,  is  that 
it's  always  been  the  position  of  the  Federal  Reserve  Board  that 
lending  in  a  private,  capitalist,  free  market  society  should  be  in- 
volved only  with  the  types  of  pieces  of  information  which  are  eco- 
nomically relevant. 

There  was  always  a  concern  that  collection  of  data  on  other  than 
those  characteristics  would  raise  issues  of  discrimination. 

We  are  reviewing  the  broader  questions  and,  hopefully,  we'll 
have  that  issue  resolved  within  a  reasonably  short  period  of  time. 

The  Chairman.  As  you  know,  we've  got  a  lot  of  data  now,  includ- 
ing some  from  the  Fed  itself,  parts  of  the  Fed,  and  we  know  from 
our  own  experience  that  there  have  been  some  grievous  patterns  of 
lending  discrimination  that  have  nothing  to  do  with  economic  fac- 
tors. 

I  know  you  don't  necessarily  disagree  with  what  I'm  saying,  but 
I  want  to  make  sure  that,  by  living  with  old  doctrines  that  purport 
to  only  look  at  economic  factors  when,  obviously,  other  things  are 
at  work  that  are  distorting  economic  decisions  and  denying  credit 
to  creditworthy  people,  we  face  and  solve  that  problem. 

There  are  some  people  that  want  to  do  it.  I  know  you  want  to 
do  it,  so  I'm  not  suggesting  anything.  There  are  other  people 
around  in  the  bureaucracy  that  don't  want  to  do  it,  quite  frankly, 
in  my  view.  They  have  different  reasons  for  not  wanting  to  do  it. 
I  don't  say  they  don't  want  to  do  it  because  they  somehow  have  a 
discriminatory  attitude  or  racist  attitude.  They  can  be  so  fanatical 
about  their  view  of  the  free  market  as  such,  that  when  it  works  im- 
perfectly, and  even  illegally  in  terms  of  discrimination,  they  can't 
see  it  because  they  have  a  blind  spot. 

I've  seen  people  like  that.  I've  seen  them  in  bureaucracies,  elect- 
ed positions,  and  what  have  you. 

It's  hurting  faith  in  the  country.  It's  wrong.  It's  against  the  law 
and  it  ought  to  be  stopped  flat  out.  Everybody,  I  think,  has  some 
obligation  to  be  something  of  a  leader,  a  moral  leader,  in  that  area. 
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I  don't  just  aim  this  at  the  Fed.  I'm  speaking  to  all  of  the  regu- 
latory agencies  at  once.  I  think  when  an  African -American  citizen 
of  this  country,  or  an  Hispanic  person  in  this  country,  is  trying  to 
make  their  way  in  the  face  of  what  are  other  problems  with  dis- 
crimination in  our  society,  as  regrettable  as  they  are,  they're  a  re- 
ality. They  find,  when  they  hit  the  credit  system,  that  it  is  not  ab- 
solutely fair,  objective,  and  unbiased,  and  that  it  creates  an  impos- 
sible difficulty  for  many  to  have  the  kind  of  upward  mobility  that 
our  whole  economic  system  is  designed  to  encourage. 

We  want  people  in  America  to  be  able  to  have  the  American 
dream  work  for  them  and  to  have  hard  work,  enterprise,  and  effort 
be  able  to  cause  success,  the  kind  of  success  that  spreads  out  and 
helps  other  people. 

I  must  tell  you,  after  28  years  in  this  job,  as  both  a  Republican 
and  as  a  Democrat,  I  think  I'm  as  close  to  the  people  of  my  State 
as  any  one  of  the  hundred  Senators.  I've  had  over  half  of  my  staff 
in  my  State,  in  seven  regional  offices,  for  the  18  years  that  I've 
been  a  Senator. 

I  listen  carefully  to  people.  I  talk  to  them.  I  v/as  at  a  Labor  Day 
parade  in  Detroit  just  this  last  Labor  Day.  I  probably  talked  to 
1,500  people  at  random.  And  I  mean  talked  to  them  and  listened 
to  what  they  were  saying. 

We  have  problems  in  terms  of  a  perception  and  a  reality  of  a  lack 
of  the  kind  of  fairness  that  we  need  when  dealing  with  access  to 
credit  within  our  financial  system. 

We're  trying  to  deal  with  it.  We're  trying  to  improve  it  with  laws, 
with  practice,  with  more  understanding,  with  more  sensitivity,  and 
so  forth. 

The  cold  fact  of  the  matter  is,  and  the  data  is  there  to  support 
this,  including  what  I  hear  from  people  talking  to  me,  that  we  have 
a  distance  to  go  in  making  our  institutions  work  in  ways  that  are 
truly  colorblind  and  that  are  not  also  having  embedded  in  them 
some  kind  of  a  redlining  process  where  somebody  shows  up  to  get 
a  home  loan,  a  business  loan,  or  something  else,  and  would  have 
economic  facts  that  would  warrant  that,  in  some  fashion  or  an- 
other, they're  turned  away  either  because  they're  black  or  because 
they're  out  of  the  wrong  area  and  so  forth. 

I  believe,  as  strongly  as  anything  I've  done  or  dealt  with  over  the 
period  of  time  of  my  life  in  public  service,  solving  that  problem  and 
making  sure  this  country  works  for  everybody  is  just  about  the 
most  important  thing  we  have  to  do. 

We  can't  expect  that  people  are  going  to  have  faith  in  the  country 
if  the  country  doesn't  work  on  a  fair  and  equitable  basis.  If  you 
can't  get  access  to  credit  in  the  United  States  for  artificial  reasons 
of  denial,  it's  pretty  darned  hard  to  function  or  to  have  much  faith 
in  the  country. 

It's  just  wrong.  It's  wrong  economically  and  it's  wrong  morally. 
It  doesn't  have  to  be  that  way  and  it  can  be  fixed.  I  can  tell  you, 
as  I  sit  here  right  now,  I  know  there  are  people  in  this  Congress 
and  in  every  one  of  these  regulatory  agencies  that  do  not  have  the 
sensitivity  on  this  issue  that  they  need  to  have,  and  they're  not 
going  to  have  it  until  they  get  it  from  each  of  the  five  of  you.  That's 
to  be  dealt  with  and  dealt  with  once  and  for  all. 
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When  we  send  people  down  to  Haiti  right  now,  we  don't  send 
them  down  on  the  basis  of  some  question  as  to  who  goes  and  who 
doesn't  go.  We  ask  people,  regardless  of  their  racial  background 
and  their  circumstances,  to  suit  up  and  go  down  and  represent  this 
country.  In  fact,  most  of  the  names  on  the  wall  down  at  the  Viet- 
nam Memorial  disproportionately  are  minorities  in  this  country, 
people  who  are  African -American  or  Hispanic  and  who  ask  in 
^eater  percentage  numbers  to  make  the  sacrifice  in  that  war  and 
in  other  wars  to  defend  this  country  and  to  carry  out  its  missions. 

I  don't  want  somebody  showing  up  at  a  financial  institution  and 
being  turned  away  because  they're  black.  There's  too  much  of  that. 

If  we  can't  get  that  problem  solved,  then  I  don't  care  what  else 
we  do,  we've  fallen  short  of  our  own  responsibilities. 

I  see  too  much  of  it,  even  after  28  years  here  in  Congress  of  fight- 
ing against  it  and  trying  to  change  it. 

I  ask  for  your  help  in  that  regard.  This  isn't  a  personal  matter. 
This  is  a  matter  on  behalf  of  what  is  fair  and  decent  in  this  coun- 
try. 

I  want  black  children  in  this  country,  as  they're  coming  forward, 
to  understand  that  they're  just  as  important  and  just  as  valuable 
and  that  they  stand  on  the  same  ground  as  my  kids,  your  kids,  or 
anybody  else. 

That  has  to  work  in  the  financial  system.  Anybody  that  doesn't 
like  that  ought  to  get  out  of  the  financial  system,  either  the  private 
part  of  it  or  the  public  part  of  it,  because  that's  what  America  is 
about.  It's  not  just  about  making  a  buck.  It's  about  doing  it  in  a 
fair  and  decent  way  with  respect  to  the  ethics  and  the  laws  of  the 
country. 

I  feel  very  strongly  about  it  and  I  would  ask  for  your  help  in  that 
regard. 

Thank  you.  The  Committee  stands  in  recess. 

[Whereupon,  at  12:55  p.m.,  the  hearing  was  adjourned.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Thank  you  Mr.  Chairman.  I  welcome  this  opportunity  to  assess  the  current  state 
of  the  Nation's  insured  depository  institutions.  As  Chairman,  you  have  convened 
this  type  of  overview  hearing  on  a  regular  basis.  I  know  this  one  is  of  particular 
significance  to  you  because  it  is  your  fast  hearing  of  this  type  as  Chairman  of  the 
Banking  Committee.  It  is  an  occasion  for  you  not  just  to  examine  the  health  of  the 
present  system,  but  to  look  back  at  the  developments  in  the  industries  during  your 
Chairmanship. 

You  are  to  be  commended  for  your  strong  and  persistent  leadership  on  a  variety 
of  important  banking  legislation  over  the  years.  You  have  presided  over  this  Com- 
mittee during  a  period  of  enormous  turmoil  in  the  banking  and  thrift,  industries. 
You  have  a  record  of  success  of  which  you  can  be  very  proud.  I  have  enjoyed  work- 
ing with  you  these  many  years  and  wish  you  much  future  success. 

At  present,  banks,  thrifts,  and  credit  unions  are  experiencing  very  prosperous 
times.  The  recovery  in  banking  is  truly  miraculous  and  is  finally  helping  to  fiael 
much  needed  economic  growth.  The  industry  has  done  a  terrific  job  at  turning 
things  around. 

However,  the  current  situation  should  not  give  us  an  excuse  to  drop  our  guard. 
As  Chairman  Greenspan  points  out  in  his  testimony,  with  the  passage  of  time,  some 
too  easily  forget  the  lessons  of  the  past.  Chairman  Greenspan  notes  tnat  some  banks 
have  already  cut  back  sharply  or  eliminated  altogether  their  reserves  for  possible 
loan  losses. 

While  this  practice  is  understandable  in  certain  cases,  we  must  remember  how 
wildly  the  pendulum  has  swung  over  the  last  5  years.  In  the  late  1980's,  who  would 
have  predicted  that  the  banking  industry  would  be  as  profitable  as  it  is  today.  With 
the  rapidly  changing  state  of  bank  activities,  financial  products,  and  world  financial 
markets,  there's  no  telling  where  the  industry  might  oe  5  years  from  now.  While 
being  too  cautious  has  had  negative  consequences  over  the  last  few  years,  we  must 
not  grow  too  complacent. 

As  we  look  to  the  future,  there  is  still  much  that  the  regulators  and  Congress 
must  do  to  ensure  the  future  health  of  our  financial  system.  The  changing  rules  of 
a  global  economy  make  it  necessary  to  fully  modernize  our  financial  services  indus- 
tries and  the  mechanisms  to  regulate  them. 

All  financial  industries  must  have  the  fiexibility  to  be  able  to  compete  in  and 
adapt  to  a  financial  services  world  that  is  growing  and  changing  at  a  dizzying  pace. 
Our  industries  deserve  a  regulatory  apparatus  designed  for  today,  not  for  many  dec- 
ades ago.  In  addition,  regulators  must  have  the  tools,  the  expertise,  and  the  deter- 
mination to  do  a  job  that  is  increasingly  complex  and  difficult. 

With  the  passage  of  the  Community  Development  Bank  Bill — which  the  President 
will  sign  tomorrow — and  the  Interstate  Banking  and  Branching  Bill,  I  believe  we 
have  begun  to  break  the  logjam  that  has  prevented  us  from  achieving  much  needed 
additional  reforms.  (Like  functional  regulation,  regulatory  consolidation,  and  pow- 
ers). I  hope  that  next  year  we  can  find  new  and  creative  ways  to  tackle  some  of 
these  issues.  For  too  long,  the  regulators  have  filled  the  vacuum  left,  by  congres- 
sional inaction.  As  I  have  said  belore,  it  is  Congress,  not  the  regulators,  that  must 
provide  banks  and  others  with  new  opportunities  and  the  proper  balance  of  regula- 
tion. I  believe  this  can  and  must  be  aone  without  providing  any  one  industry  with 
significant  competitive  advantages. 

1  look  forward  to  working  with  my  colleagues  and  all  of  you  here  today  to  achieve 
this  important  goal. 


PREPARED  STATEMENT  OF  ALAN  GREENSPAN 

Chairman,  Board  of  Governors  of  the  Federal  Reserve  System 

Washington,  DC 

September  22,  1994 

I  am  pleased  to  be  here  to  discuss  the  condition  of  the  U.S.  banking  system,  espe- 
cially at  a  time  when  the  industry's  performance  appears  to  be  so  robust.  But  first, 
Mr.  Chairman,  I  want  to  take  this  opportunity  to  personally  thank  you  for  the  work- 
ing relationship  we  have  enjoyed  over  the  years.  You  have  probed  the  basis  of  eco- 
nomic policy  with  impressive  insight  and  while  at  times  we  have  disagreed,  as 
President  Ford  used  to  say,  never  to  the  point  of  being  disagreeable.  You  will  be 
leaving  the  U.S.  Senate  shortly  with  an  impressive  list  of  legislative  accomplish- 
ments. Under  your  leadership  during  a  perioa  of  unusual  turmoil  and  challenge,  the 
Banking  Committee  has  focused  importantly  on  the  safety  and  soundness  of  Amer- 
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ican  depository  institutions  and  the  protection  of  the  Federal  Deposit  Insurance 
Funds.  It  has  also  begun  the  process  ot  modernizing  the  banking  system. 

Given  the  industry's  experience  as  recently  as  3  years  ago,  its  current  condition 
is  a  positive  testament  to  its  resilience  and  strength.  This  condition  and  the 
progress  it  reflects  bode  well  for  the  industry's  future,  a  future  enhanced  by  the  re- 
cent enactment  of  the  Riegle-Neal  Interstate  Banking  and  Branching  Efiiciency  Act. 

The  U.S.  banking  system,  like  the  U.S.  economy  more  generally,  has  undergone 
an  important  transition  in  recent  years  in  response  to  technological  and  financial 
innovations  and  in  the  face  of  intense  competitive  pressures,  both  domestically  and 
abroad.  We  can  only  expect  such  trends  in  the  banking  framework  to  continue.  Man- 
aging this  process  and  adapting  to  new  market  practices  will  be  a  significant  chal- 
lenge to  the  banking  system  and  to  the  regulatory  agencies.  It  is  important  not  only 
that  the  industry  be  allowed  to  adapt,  but  also  that  it  build  on  the  progress  it  has 
made  in  managing  its  risks. 

Despite  recent  stress,  the  many  changes  and  innovations  in  financial  markets 
worldwide,  and  the  increased  role  of  nonbank  competitors,  the  U.S.  commercial 
banking  system  remains  the  centerpiece  of  the  Nation's  financial  system.  In  that 
role,  banks  should  continue  to  be  held  to  high  standards  of  risk  management  be- 
cause of  their  central  role  and  because  of  their  access  to  the  Government  safety  net. 
Such  standards  should  be  set,  however,  with  an  understanding  of  how  financial 
maiiets  work  and  mindful  of  the  lesser  constraints  and  requirements  imposed  on 
their  nonbank  competitors.  Moreover,  we  should  not  lose  sight  of  the  necessity  for 
banks  to  take  risk  if  they  are  to  perform  their  essential  economic  function. 

In  my  remarks  this  morning,  I  will  ofTer  the  Federal  Reserve's  views  of  the 
progress  the  industry  has  made  in  recent  years  to  rebuild  its  strength,  and  what 
needs  to  be  done  to  ensure  that  the  industry  remains  strong  and  acconmiodates  the 
Nation's  economic  growth.  Current  conditions  are  very  good,  but  the  industry,  the 
regulators,  and  Congress  need  to  look  to  the  long  term  as  well. 

The  Past 

As  recently  as  1991,  much  of  the  industry  was  under  severe  stress.  During  the 
last  half  of  the  1980's,  nearly  900  commercial  and  savings  banks  failed,  and  even 
in  1991  and  1992  more  than  100  banks  failed  each  year.  At  more  than  1,000,  the 
number  of  "problem"  banks  in  1991  also  remained  unacceptably  high,  although  well 
below  the  peak  of  nearly  1,600  institutions  in  1987.  That  1991  figure  was  especially 
disturbing  because,  by  then,  it  included  some  major  institutions,  which  boosted  the 
assets  of  problem  banks  to  more  than  $600  billion. 

These  ciifficulties  had  many  of  their  roots  in  events  that  occurred  more  than  a  dec- 
ade before.  Throughout  the  1980's  and  into  the  1990's,  much  of  the  U.S.  banking 
system  was  faced  with  serious  asset  quality  problems.  Problem  loans  to  developing 
countries  plagued  many  of  the  Nation's  largest  banks,  beginning  in  the  early  1980's. 
Later,  declining  energy  prices  hurt  many  banks,  especially  those  in  the  Southwest, 
and  then  came  agricultural  problems  in  the  Midwest.  Finally,  excessive  lending  to 
commercial  real  estate  markets — combined  with  the  1990-1991  recession — produced 
the  banking  industry's  last  round  of  problems. 

This  series  of  events  caused  the  volume  of  nonperforming  assets  and  the  number 
of  conmiercial  bank  failures  to  rise  sharply.  Nonaccruing  loans  and  foreclosed  real 
estate  more  than  doubled,  from  $43  billion  in  1984  to  the  peak  of  $95  billion  in 
1991,  and  banks  failed  at  intolerable  rates.  By  year-end  1991,  the  cost  of  resolving 
these  failures  and  reserving  for  expected  losses  had  nearly  drained  the  industry's 
Bank  Insurance  Fund  (BIF)  and  haa  prompted  Congress  to  enact  major  banking  leg- 
islation. 

The  Present 

Today,  the  condition  of  the  banking  system  is  sound  and  much  improved  from 
only  a  few  years  ago.  This  progress  was  brought  about  by  a  host  of  factors  that  in- 
cluded changes  to  bank  policies,  writing  off  large  amounts  of  bad  debts,  substantial 
increases  in  capital,  changes  in  standards  adopted  by  Congress  and  the  regulatory 
agencies,  a  stronger  economy,  and  the  decline  in  the  level  of  market  interest  rates. 

Responding  to  their  asset  Quality  problems  and  to  changing  market  conditions, 
many  banks  made  strategic  aecisions  to  restructure  their  activities,  cut  dividends 
and  operating  costs,  expand  revenues,  and,  in  general,  develop  more  efficient  oper- 
ations. The  industry  also  devoted  increased  attention  to  establishing  and  maintain- 
ing sound  credit  standards.  To  some  extent,  a  widespread  strengthening  of  these 
standards  worsened  the  so-called  credit  crunch  that  the  economy  experienced  a  few 
years  ago,  but  it  was  a  necessary  process  by  bank  management.  This  adjustment 
of  overly  aggressive  loan  policies  that  led  to  some  of  the  problems  of  the  late  1980'8 
and  early  1990's  illustrates  the  eventual  costs  of  pursuing  unsustainable  growth. 
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These  efibrts  to  improve  operations  and  credit  standards  have  had  hi^ly  salutary 
efFects.  Since  1991,  U.S.  banKing  organizations  have  recorded  two  consecutive  years 
of  record  profits  and  have  substantially  improved  their  capital  ratios,  all  while  ab- 
sort)ing  net  charge-ofTs  of  nearly  $50  billion  in  bad  debts.  As  a  result,  the  industry 
has  largely  overcome  its  recent  problems  and  repositioned  itself  for  further  growth. 

The  regulatory  agencies  facilitated  this  process  by  encoura^ng  and,  at  times,  urg- 
ing many  of  the  industry's  actions  and  oy  helping  banks  identify  weaknesses  in 
their  investment  and  loan  portfolios  and  in  their  operating  controls  and  procedures. 
The  Federal  Reserve  placed  particular  emphasis  on  discouraging  expansion  by  insti- 
tutions that  did  not  have  strong  financial  and  managerial  profiles.  Throughout  this 
process,  the  risk-based  capital  standard,  reinforced  by  the  prompt  corrective  action 
provisions  required  by  Congress  in  the  FDIC  Improvement  Act  of  1991,  served  to 
guide  managerial  and  supervisory  actions  and  hignlighted  the  benefits  of  being  well 
capitalized. 

Current  Condition 

The  industry's  improved  condition  is  demonstrated  in  nearly  every  measure  of  fi- 
nancial performance.  In  addition  to  the  past  2  years  of  record  earnings,  U.S.  com- 
mercial Ibanks  were  on  pace  at  midyear  to  report  still  higher  profits  in  1994.  The 
industry's  return  on  assets  (ROA)  reached  1.23  percent  in  1993,  the  highest  level 
in  decades.  Since  then,  the  industry's  ROA  has  declined  slightly  to  1.17  percent,  but 
in  large  part  only  because  of  changed  accounting  rules  that  increased  the  reported 
assets  of  major  trading  banks. 

These  strong  earnings,  moreover,  extend  throughout  the  industry.  Last  year  and 
during  the  first  6  months  of  1994,  more  than  60  percent  of  all  U.S.  commercial 
banks  had  ROA's  larger  than  1.0  percent,  an  historical  benchmark  of  strong  profits, 
while  less  than  5  percent  of  them  reported  losses — the  lowest  level  since  1980.  How- 
ever, in  an  important  shift  from  conditions  during  the  1980's,  the  earnings  of  large 
banks — those  with  assets  exceeding  $10  billion — are  now  also  historically  high,  with 
almost  70  percent  of  these  institutions  reporting  ROA's  above  1.0  percent. 

Shareholders'  capital  offers  the  greatest  protection  from  unanticipated  or  sus- 
tained losses  and  is  the  principal  shield  for  the  Bank  Insurance  Fund.  At  7.8  per- 
cent of  assets  in  June  1994,  the  industry's  equity  capital  ratio  was  the  strongest  in 
nearly  30  years,  and  the  average  Basle  risk-based  capital  ratio  was  13.2  percent. 
These  measures  are  well  above  regulatory  minimums  and,  once  again,  represent 
substantial  progress  by  banks  of  all  sizes.  Large  banks  have  historically  haa  lower 
capital  ratios  than  smaller  institutions,  at  least  partly  because  of  their  greater  di- 
versification; and  they  still  do.  Nevertheless,  large  banks  have  also  strengthened 
their  capital  positions  substantially  in  recent  years  and  now  have  an  average  risk- 
based  ratio  approaching  12  percent.  Among  commercial  banks  operating  in  Septem- 
ber, only  36  institutions,  with  aggregate  assets  of  about  $3  billion,  failed  to  meet 
the  minimum  capital  standards  at  midyear. 

Asset  quality  is  also  much  improved,  as  a  result  of  the  stronger  credit  standards 
and  substantial  charge-offs  of  nonaccruing  loans  and  foreclosed  real  estate.  Since 
1991,  problem  assets  nave  declined  by  more  than  one-half,  to  $42  billion.  Moreover, 
by  maintaining  their  loan  loss  reserves  through  adequate  provisions,  commercial 
banks  have  increased  the  reserve  coverage  of  their  nonperforming  loans  from  84 
percent  in  1991  to  181  percent  at  midyear  1994. 

All  of  this  improvement  is  refiected  in  the  smaller  numbers  of  failed  and  problem 
banks,  which  may  provide  the  best  indicators  of  the  industry's  improved  condition. 
In  contrast  to  the  large  number  of  commercial  banks  that  failed  each  year  from 
1985  through  1992,  40  oanks  failed  in  1993,  and  only  11  commercial  banks  compris- 
ing total  assets  of  only  $1  billion  have  been  closed  through  mid-September  of  this 
year.  The  estimated  cost  of  their  failures  to  the  BIF  is  small.  Even  during  the  1960's 
and  1970's,  the  industry  oflen  experienced  8  to  10  failures  each  year. 

The  number  and  assets  of  problem  banks — those  rated  CAMEL  4  or  5 — also  con- 
tinue to  decline.  With  $42  billion  in  assets  at  midyear,  the  remaining  338  problem 
commercial  banks,  out  of  a  total  of  10,700  banks,  are  much  smaller  on  average  and 
far  fewer  than  was  the  case  only  several  years  earlier.  Building  on  the  substantial 
progress  achieved  in  1992  and  1993,  the  number  of  problem  banks  fell  by  21  percent 
during  the  first  6  months  of  1994,  while  problem  oank  assets  dropped  more  than 
80  percent. 

This  recent  improvement  in  problem  institutions,  bank  failures,  and  related  reso- 
lution costs  marks  a  highly  welcome  and  long-awaited  turn  of  events.  At  its  current 
rate  of  progress,  the  BIF  is  likely  to  reach  the  required  1.25  percent  of  insured  de- 
posits within  the  next  year.  That  timeframe  is  mucn  earlier  than  many  analysts  had 
projected  only  a  few  years  ago  and  is  well  within  the  time  period  authorizea  by  law. 
This  improvement  in  the  BIF  represents,  however,  a  situation  that  may  require  con- 
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gressional  attention  in  the  near  future  because  of  the  respective  insurance  pre- 
miums paid  by  banks  and  thrifts.  As  the  BIF  reaches  its  target  level,  one  would 
expect  its  currently  high  premiums  to  decline  to  their  more  traditional  levels.  That 
would  certainly  be  a  welcome  event  to  commercial  banks.  Any  such  decision  to  lower 
BIF  premiums,  though,  while  maintaining  the  higher  premiums  required  to  rebuild 
the  Savings  Association  Insurance  Fund  (SAIF),  could  seriously  undermine  the  com- 
petitiveness of  thrifts. 

While  the  industry's  performance  is  highly  encouraging,  experience  has  shown 
that  future  problems — even  when  they  are  impending — are  sometimes  overlooked, 
and  that  banks  need  adequate  general  reserves  for  such  occasions.  At  present,  we 
see  no  major  problems  looming,  but  we  should  recognize  that  the  risks  are  always 
there.  The  industry's  average  reserve  balance,  equal  to  2.4  percent  of  outstanding 
loans  and  lea.ses,  however,  remains  high  by  historical  stanaards  and,  when  com- 
bined with  the  improved  asset  quality  and  capital  ratios,  seems  adequate  for  the  in- 
dustry as  a  whole. 

I  would  note,  though,  that  some  banks  have  sharply  curtailed  or  eliminated  their 
provisions  for  possible  losses  in  response  to  the  improved  outlook  for  future  charge- 
olTs  and  the  relatively  high  level  of  reserves.  Indeed,  many  commercial  banks  made 
no  loan  loss  provisions  during  the  first  half  of  1994.  I  am  not  questioning  those  deci- 
sions at  this  time,  particularly  because  these  institutions,  in  particular,  tend  to  have 
higher  than  average  reserve  ratios.  Nonetheless,  I  would  urge  the  industry  to  guard 
against  letting  reserves  decline  too  far.  Although  asset  quality  has  improved  snarp- 
ly,  banks  should  ensure  that  their  loss  provisions  and  reserves  remain  adequate  to 
support  unidentified  losses  and  the  pace  of  loan  growth. 

In  recent  months,  I  have  begun  to  receive  reports  from  examiners  and  from  sur- 
veys that  banks  are  competing  more  aggressively  for  loans,  and  that  they  are  relax- 
ing their  credit  standards.  I^ending  margins,  in  particular — and  especially  for  me- 
dium and  large  corporate  customers — have  declined,  and  loan  covenants  and  collat- 
eral requirements  nave  eased.  These  developments  have  benefits  to  the  economy 
and,  in  part,  reflect  the  easing  of  standards  that  had  been  sharply  raised  as  banks 
rebuilt  their  capital  positions.  It  is  too  early  to  know  if  banks  are  easing  excessively, 
but  our  examiners  are  sensitive  to  such  concerns. 

Increased  Trading  and  Derivatives  Activities 

During  recent  years,  many  of  the  country's  largest  banks  have  sought  to  increase 
their  revenues  by  expanding  their  trading  operations  and  by  developing  greater  ex- 
pertise in  derivative  products.  This  approach  is,  in  large  part,  a  natural  response 
by  these  institutions  to  financial  and  technological  innovations  and  changing  market 
demands.  As  I  have  suggested  in  previous  testimony,  this  is  not  a  strategy  that 
should  be  discouraged,  although  we  need  to  be  vigilant  that  new  and  complicated 
instruments  are  issued  only  within  the  framework  of  strong  risk  management  con- 
trols. I^rge  corporations  that  once  looked  to  banks  for  financing  now  have  other 
funding  sources  and  turn  to  banks  principally  for  other  financial  services,  including 
assistance  in  managing  market  risks.  Banks  that  have  sufficient  expertise  to  advise, 
innovate,  and  make  markets  in  complex  financial  products  see  this  shift  as  provid- 
ing them  with  new  and  important  sources  of  noninterest  revenues. 

This  trend  is  refiected  in  the  increased  volume  of  trading  and  derivatives  activi- 
ties of  banks.  Trading  account  assets  of  U.S.  banks,  for  example,  nearly  doubled  in 
size  from  $67  billion  at  the  end  of  1991  to  $122  billion  at  the  end  of  1993.  During 
the  first  6  months  of  1994,  these  assets  climbed  much  further — to  $228  billion,  but 
principally  because  of  an  accounting  change,  rather  than  real  growth.  Although 
their  effects  are  less  transparent,  off-balance  sheet  positions  also  continue  to  grow, 
whether  measured  by  notional  or  replacement  values,  or  by  the  credit  equivalence 
measure  specified  by  the  Basle  Accord. 

Revenues  from  trading  and  derivatives  activities  grew  commensurately  through 
last  year  and  were  highly  useful  in  helping  some  lame  institutions  rebuild  their  cap- 
ital and  earnings  and  recover  from  credit-related  dimculties  of  the  past.  These  reve- 
nues last  year  were  exceptional,  though,  and  were  widely  recognized  as  such  at  the 
time.  In  the  first  half  of  this  year,  with  rising  interest  rates,  most  large  trading  in- 
stitutions exfjerienced  sharply  lower  trading  revenues.  Nevertheless,  only  three  of 
the  50  largest  banking  organizations  suffered  net  losses  from  their  trading  activities 
during  the  first  half — ana  those  losses  were  quite  small.  While  the  experience  was 
unpleasant  to  many  of  these  institutions,  it  may  have  provided  a  useful  reminder 
to  the  industry  that  position-taking  has  its  risks. 

Stock  Marki-t  Response 

The  securities  market  has  responded  favorably  to  the  industry's  improved  condi- 
tion. Common  share  prices  of  the  50  largest  bank  holding  companies  currently  trade 
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at  an  average  of  about  150  percent  of  book  value,  compared  with  an  average  of  90 
percent  at  the  end  of  1990.  This  higher  valuation  rate  has  increased  the  maricet 
value  of  these  50  companies  by  more  than  $100  billion. 

Almost  all  of  the  gain  in  stock  prices  took  place  during  1991  and  1992,  as  the  in- 
dustry's net  interest  margins  and  earnings  improved.  This  year,  stock  prices  for  the 
group  as  a  whole  have  been  relatively  stable,  despite  the  declines  in  trading  revenue 
reported  by  some  large  institutions.  Many  analysts  had  expected  trading  revenues, 
typically  concentrated  among  the  largest  institutions,  to  decline  from  their  excep- 
tionally high  levels  in  1993  and  had  built  that  prediction  into  their  earnings  fore- 
casts. Although  the  declines  in  some  cases  were  greater  than  projected,  shares  of 
the  money  center  companies  have,  on  average,  continued  to  outperform  the  broader 
market  so  far  this  year,  as  measured  by  major  equity  indexes. 

Thou^ts  About  the  Future 

As  we  consider  these  favorable  conditions,  we  need  to  remind  ourselves  that  there 
are,  and  will  continue  to  be,  difficult  challenges  ahead.  Some  of  these  challenges  will 
be  familiar  ones  that  tend  to  reappear  at  diiterent  stages  of  the  economic  cycle.  One 
can  easily  predict,  for  example,  that  loan  losses  will  again  rise  the  next  time  the 
economy  slows  materially  or  enters  a  recessionary  period.  Banks  are  in  the  business 
of  taking  risks,  and  such  risks  inevitably  translate  into  some  losses;  if  that  did  not 
occur,  banks  would  not  be  performing  their  economic  function. 

Nonetheless,  credit  risk,  the  risk  that  a  customer  will  default  on  an  obligation, 
has  been  and  remains  the  most  critical  risk  to  commercial  banks  and  one  that  must 
be  managed  carefully.  It  may  also  be  the  risk  in  banking  that  still  demands  the 
most  subjective  judgment,  despite  constant  efforts  to  improve  and  quantify  the  cred- 
it decisionmaking  process.  Unfortunately,  bankers  and  sometimes  their  supervisors 
tend  to  forget  that  point  and  other  lessons  of  the  past,  as  memories  fade  and  condi- 
tions change.  Bankers  pursue  faster  loan  growth,  and  supervisors  hesitate  to  criti- 
cize aggressive  practices  as  long  as  economic  conditions  remain  favorable.  We  need 
to  achieve  a  proper  balance  to  prevent  excessive  risk-taking,  while  not  discouraging 
banks  from  taking  risks  in  responding  to  legitimate  needs  of  their  customers. 

Other  challenges  will  be  less  traditional,  as  banking  takes  new  directions  in  the 
years  ahead.  Although  the  underlying  risks  may  not  be  new,  they  may  be  packaged 
in  new  products,  activities,  and  organizational  structures  that  bankers  must  learn 
to  manage  and  regulators  must  learn  to  supervise.  The  development  of  new  prod- 
ucts, such  as  complex  derivative  instruments,  and  the  general  trend  toward  asset 
securitization  offer  banks  useful  ways  to  reduce  risks  and  generate  revenues,  but 
they  also  carry  risks  of  their  own.  TTiat  is  why  the  supervisory  effort  is  increasingly 
focusing  on  the  evaluation  of  risk  management  systems. 

Competition  in  financial  markets  only  continues  to  grow,  as  the  number  and  types 
of  mutual  funds  multiply  and  more  nonbank  institutions  compete  aggressively  to 
make  commercial  and  consumer  loans.  Technological  changes  will  continue  to  mod- 
ify the  environment  in  which  banks  compete.  These  and  other  events  will  require 
continued  efibrts  by  banks  of  all  sizes  to  operate  efiiciently,  to  innovate,  and  to  find 
new  opportunities  for  growth.  Indeed,  many  large  banks  are  responding  to  these 
forces  by  emphasizing  their  market  risk  management  skills  and  by  continuing  to  ex- 
pand interstate.  However,  the  competitive  abilities  of  small  banks  in  offering  plain 
vanilla  banking  services  look  secure  for  well  into  the  21st  century,  although  they, 
too,  will  increasingly  use  new  technology  to  deliver  banking  services. 

In  recent  years,  both  small  and  large  banks  have  been  able  to  maintain  their  com- 
petitive position.  Indeed,  research  conducted  within  the  Federal  Reserve  System,  as 
well  as  by  the  American  Bankers  Association,  has  suggested  that,  when  properly 
measured,  banking's  share  of  financial  intermediation  has  not  declined  by  as  much 
as  is  suggested  by  conventional  indicators.  Moreover,  by  some  measures  banks  ap- 
pear to  have  more  than  held  their  own.  This  new  research  attempts  to  incorporate 
not  only  traditional  statistics,  such  as  bank  loans,  but  also  the  estimated  "credit 
equivalent"  amounts  of  the  many  new  off-balance  sheet  activities,  estimates  of  cer- 
tain off-shore  banking  operations,  and  other  adjustments  to  the  data  that  attempt 
to  account  for  the  effects  of  technological  change  and  globalization.  These  results  are 
interesting  and  provocative,  and  give  quantitative  meaning  to  something  we  all 
knew — that  banks  are  adapting  to,  and  participating  in,  the  changes  sweeping  the 
financial  services  industry,  as  well  as  being  severely  challenged  by  them. 

In  the  last  analysis,  however,  whether  banks  are  expanding,  holding  their  own, 
or  losing  market  share  is  largely  irrelevant — unless  the  changing  share  is  being 
driven  by  outdated  legal  barriers  or  subsidies.  It  has  always  seemed  to  me  that 
there  should  only  be  two  tests  for  evaluating  potential  permissible  activities  at 
banking  organizations:  (1)  will  the  activity  facilitate  the  efficient  deployment  of  as- 
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sets,  capital,  and  human  resources  to  meet  the  public's  need  for  financial  services, 
and  (2)  is  the  risk  acceptable  on  safety  and  soundness  grounds? 

Our  experience  with  Section  20  affiliates  and  trading  activities  of  banks  suggests 
that  securities  and  trading  activities  meet  these  tests.  This  experience  also  clearly 
demonstrates  that  supervision  by  the  Securities  and  Exchange  Commission  of  Sec- 
tion 20  affiliates,  and  the  banking  agencies  of  both  Section  20  affiliates  and  bank 
trading  activities,  has  more  than  met  the  challenges  during  periods  of  market 
stress.  Moreover,  it  seems  obvious  to  me  that  the  public  is  well  served  by  additional 
competitors  offering  underwriting  services.  These  benefits  would  be  particularly 
strengthened  as  banks  use  their  exf>ertise  for  regional  and  smaller  customers. 

Keeping  pace  with  industry  practices  requires  that  the  regulatory  agencies  con- 
stantly review  their  sup)ervisory  policies  and  techniques.  In  Targe  part,  as  I  noted 
above,  emphasizing  the  importance  of  sound  credit  practices  is  still  paramount,  and 
such  time-tested  procedures  as  conducting  frequent,  full-scope,  on-site  examinations 
that  are  centered  around  a  review  of  asset  quality  should  remain  solidly  intact.  For 
many  banks,  though,  these  reviews  should  be  supplemented  by  an  in-depth  assess- 
ment of  their  risk  management  techniques  and  controls.  Tnese  efTorts  should  cover 
trading  and  nontrading  operations  and  the  role  of  these  institutions  as  derivatives 
dealers  and  end-users. 

When  evaluating  market  risks,  examiners  will  need  to  focus  on  the  overall  nature 
of  a  bank's  trading  activities  and  exposures  and  on  its  policies,  risk  management 
systems,  and  controls,  rather  than  on  specific  positions  that  can  change  quickly.  Ex- 
aminers should  also  emphasize  the  importance  of  testing  a  bank's  exposures  to  a 
variety  of  different  market  conditions,  which  becomes  more  feasible  as  technology 
improves.  Rigorous  stress  testing  is  one  of  the  most  important  aspects  of  managing 
market  risks  and  one  to  which  banks  should  devote  more  attention. 

Fortunately,  the  basic  nature  of  most  major  banking  organizations  makes  them 
relatively  strong  and  well  diversified  to  withstand  a  great  deal  of  stress.  Their  abil- 
ity to  absorb  large  credit  losses  in  recent  years  and  to  recover  as  they  have  attest 
to  that  point.  Moreover,  the  consistent  profitability  of  trading  activities  of  almost  all 
large  banks  suggests  that  these  institutions  are  able  to  manage  the  associated  risks. 

However,  developing  more  sophisticated  risk  management  and  examination  tech- 
niques and  attracting  and  retaining  qualified  staff  become  more  important  as  finan- 
cial products  grow  more  complex.  Doing  that  will  be  a  challenge  to  banks  and  bank 
supervisors,  alike.  Indeed,  as  I  contemplate  the  future  of  banking,  I  am  concerned 
about  the  continued  ability  of  the  Government  to  recruit,  reward,  and  maintain  a 
supervisory  staff  with  the  technical  skills  to  evaluate  the  trading  positions  of 
banks — particularly  as  the  private  sector  competes  for  people  with  the  same  skills. 

Once  again,  the  growth  of  derivative  instruments  provides  a  prime  example.  Some 
forms  of  derivatives  have  long  histories  because  they  meet  a  fundamental  economic 
need  to  transfer  risks  among  willing  individuals.  Although  some  of  the  more  recent 
variations  of  derivatives  are  highly  complex  in  their  design  and  behavior,  they  meet 
a  market  demand  and  should  continue  to  grow.  We  must  deal  with  their  complexity 
and  learn  how  to  manage  and  u.se  these  instruments  wisely,  understanding  their 
role  and  implications  for  the  entire  financial  system. 

For  its  part,  the  Federal  Reserve  is  taking  steps  to  ensure  that  its  examiners  have 
the  proper  training  and  guidance  to  evaluate  these  complex  activities  and  is  also 
participating  actively  through  international  efforts  to  advance  sound  supervisory 
policies  and  procedures  worldwide.  In  recent  months,  the  Federal  Reserve  has  is- 
sued policy  statements  dealing  with  sound  management  and  examination  practices 
regarding  trading  and  derivatives  activities,  developed  a  Trading  Activities  Manual, 
and  established  capital  markets  coordinators  at  each  Reserve  Bank  in  order  to  en- 
hance communications,  provide  training,  and  transfer  supervisory  resources  as 
needed  throughout  the  Federal  Reserve  System.  We  also  continue  to  support  efforts 
of  the  Basle  Committee  on  Banking  Supervision  to  develop  capital  standards  for 
trading  and  derivatives  activities  and  are  working  through  that  body  and  through 
the  G-10  central  bank  governors  to  develop  related  reporting  and  disclosure  stand- 
ards. 

As  the  regulatory  agencies  and  Congress  consider  the  industry's  evolving  role,  1 
should  repeat  that  banks  must  be  allowed  to  take  risks;  they  will  thus  maJte  mis- 
takes ana  some  will  fail.  Permitting  them  management  Hexibility  to  perform  their 
function,  however,  is  necessary  to  foster  innovation  and  promote  economic  growth. 
Our  target  should  not  be  to  avoid  all  bank  failures.  Ralner,  our  responsibility,  as 
regulators,  should  be  to  ensure  that  mistakes,  and  in  extreme  cases  failures,  do  not 
disrupt  the  marketplace  or  impose  undue  costs  on  the  Federal  safety  net. 

It  is  a  balancing  process,  with  real  economic  costs  on  each  side.  Regulatory  burden 
is  an  important  concern  and  should  be  kept  at  a  minimum,  but  the  cost  of  regu- 
latory laxity  can  also  be  high.  FDICIA's  requirements  of  frequent  and  comprehen- 
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sive  examinations  and  prompt  corrective  action  have  been  useful  provisions  and 
should  help  us  to  maintain  a  proper  balance. 

As  we  proceed  through  the  1990's,  we  should  focus  on  enhancing  supervisory  prac- 
tices, ratner  than  on  developing  new  laws  and  regulations.  Risks  need  to  be  evalu- 
ated in  the  context  of  individual  institutions  and  at  a  level  of  detail  that  typically 
requires  an  on-site  presence.  We  must  assure  ourselves  that  a  bank's  established 
policies  and  procedures  adequately  control  for  risk,  are  consistent  with  the  prin- 
ciples of  sound  banking,  and  that  its  practices  follow  these  principles.  A  specific  fi- 
nancial instrument,  for  example,  may  adequately  hedge  or  reduce  the  market  risk 
of  one  bank,  but  be  an  unacceptable  investment  for  another,  depending  upon  the 
specific  mix  of  assets  and  liabilities  each  institution  holds  and  upon  the  institution's 
aoility  to  evaluate  and  manage  its  risks. 

Once  again,  stress  testing  may  play  an  important  role  in  managing  and  measur- 
ing risks  and  is  likely  to  b«  a  key  factor  in  constructing  a  minimum  international 
capital  standard  for  market  risk.  Stress  tests,  though,  must  be  structured  carefully 
in  order  to  reflect  the  nature  of  risks  faced  by  individual  banks.  Additional  disclo- 
sure, which  permits  increased  market  discipline,  can  also  perform  an  important  role 
and  may  help  deter  excessive  risk  taking. 

The  supervisory  process  must  also  adapt  to  new  concerns  of  the  public  as  banks 
develop  new  products  and  services.  The  sale  of  mutual  funds,  for  example,  must  be 
accompanied  by  assurances  that  issues  of  full  disclosure  of  investor  risk  are  ad- 
dressed by  institutions.  Unfortunately,  surveys  suggest  that  some  banks  have  not 
yet  implemented  the  necessary  procedures  to  ensure  that  the  uninsured  nature  of 
these  investment  products  is  disclosed  to  their  customers.  In  its  supervisory  role, 
the  Federal  Reserve  has  attempted  to  assure  good  industry  practice  through  the  is- 
suance of  guidelines,  rather  than  through  complex  and  burdensome  regulations.  It 
will  be  up  to  the  industry  to  demonstrate  that  this  flexible  approach  is  adequate. 

Community  Reinvestment  and  Fair  Lending 

Let  me  now  turn,  Mr.  Chairman,  to  some  issues  that  I  know  have  been  of  serious 
concern  to  you  and  to  this  Committee — the  problem  of  racial  discrimination  in  our 
credit  markets  and  related  concerns  about  the  effectiveness  of  the  Community  Rein- 
vestment Act. 

The  Board  and  the  other  supervisory  agencies  have  been  troubled  by  indications 
that  some  of  our  citizens  have  experienced  unwarranted  difficulties  in  obtaining 
credit  due  to  discriminatory  practices.  Although  we  may  never  truly  know  the  mag- 
nitude of  the  problem,  its  existence  seems  undeniable  and  requires  prompt  and  deci- 
sive action. 

Whether  discrimination  is  a  product  of  habit  and  culture,  or  the  deliberate  acts 
of  individuals,  the  consequences  are  the  same.  Unfair  practices  resulting  in  credit 
decisions  that  are  not  based  on  legitimate  economic  factors  harm  our  society  and 
impair  our  economy,  not  to  mention  reduce  the  profit  opportunities  of  our  banks. 
Discrimination  in  lending  directly  limits  the  ability  of  its  victims  to  own  homes, 
build  businesses,  create  job  opportunities,  or  accumulate  wealth.  It  stifles  economic 
development  and  opportunity  in  our  communities  and  neighborhoods.  On  a  broader 
scale,  discrimination  in  credit  markets  restricts  the  free  flow  of  capital,  reduces  the 
demand  for  goods  and  services,  and  robs  our  economy  of  financial  and  human  re- 
sources that  can  contribute  to  economic  growth. 

Let  me  assure  you  that  we  are  doing  our  best  to  deal  decisively  with  the  problem. 
The  agencies  have  been  quite  aggressive  in  communicating  our  expectations  on 
equal  credit  opportunity  to  senior  management  of  financial  institutions.  We  have 
augmented  our  examination  procedures,  strengthened  examiner  training,  and  spon- 
sored numerous  educational  programs  for  banlters  on  fair  lending  issues  and  '"best 
practices."  We  continue  to  coordinate  our  activities  with  other  Federal  agencies  hav- 
mg  responsibilities  under  our  fair  lending  laws. 

None  of  this,  of  course,  is  a  substitute  for  action  by  financial  institutions.  We  be- 
lieve that  these  issues  must  be  addressed  aggressively  by  the  financial  services  in- 
dustry itself.  We  will  continue  to  encourage  institutions  to  reexamine  their  market- 
ing, employee  training,  and  loan  underwriting  practices  to  ensure  that  all  aspects 
of  the  credit  granting  process  are  fair  and  free  from  unintended  discriminatory  con- 
sequences. 

The  agencies  also  have  been  engaged  in  a  comprehensive  process  to  reform  imple- 
mentation of  the  CRA.  Proposed  changes  to  CRA  regulations  were  published  by  the 
agencies  earlier  this  year,  and  well  over  6,000  comments  from  the  public  have  been 
received  and  reviewed,  a  record  number.  The  agencies  are  now  in  the  final  stages 
of  preparing  revised  regulations  for  further  public  comment. 

As  you  know,  we  were  asked  by  the  Presiaent,  as  well  as  by  Members  of  Congress, 
bankers,  community  groups,  and  others  to  make  the  CRA  evaluation  process  more 
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objective  by  clarifying  what  is  meant  by  good  CRA  performance.  We  were  also  asked 
to  reduce  tne  regulatory  burden  of  the  legislation  on  financial  institutions.  The  need 
to  consider  a  number  of  competing,  if  not  incompatible,  objectives  championed  by 
many  parties  has  made  this  a  difficult  process.  Tne  unprecedented  volume  of  com- 
ments on  the  proposed  regulation  helped  to  clarify  some  issues,  but  highlighted  deep 
divisions  on  others  and  did  not  simplify  our  task. 

Ultimately,  actual  f)erformance — not  paperwork  and  procedures — should  be  the 
primary  focus  of  CRA  evaluations.  But  it  would  be  a  serious  mistake  if  the  desire 
to  make  CRA  assessments  more  objective  produced  instead  Government  credit  allo- 
cation. That  would  not  only  destroy  one  of  the  major  strengths  of  the  CRA — the 
flexibility  that  enables  banKs  and  their  communities  to  design  programs  that  re- 
spond to  the  unique  needs  of  their  local  markets — but  would  also  reduce  the  efli- 
ciency,  and  ultimately  the  growth,  of  our  economy. 

In  short,  further  quantifying  what  is  meant  by  good  CRA  performance,  while 
avoiding  additional  regulatory  ourdens  and  damaging  credit  allocation,  requires  a 
delicate  balance.  The  regulatory  agencies  will  shortly  consider  a  new  proposal,  and 
we  hope  that  an  acceptable  and  workable  balance  can  be  reached. 

Congressional  Action 

Just  as  banks  and  the  regulatory  agencies  must  constantly  review  their  oper- 
ations and  rules,  so  too  should  Congress  periodically  revisit  and  update  the  banking 
statutes.  Some  recent  actions  are  quite  encouraging,  and  I  congratulate  you  and  the 
Committee  for  your  success  in  enacting  the  niegle-Neal  Interstate  Banking  and 
Branching  Efficiency  Act,  as  well  as  the  Kiegle  Community  Development  and  Kegu- 
latory  Improvement  Act  of  1994.  In  the  context  of  the  condition  of  the  banking  sys- 
tem, the  interstate  banking  legislation,  in  particular,  should  have  positive  and  im- 
portant implications  for  the  long-term  health  and  competitiveness  of  U.S.  banks. 

While  these  recent  developments  are  favorable,  we  at  the  Federal  Reserve  Board 
have  long  encouraged  Congress  to  take  still  further  steps  to  expand  bank  activities. 
As  the  Committee  Knows,  nonbank  organizations  are  competing  aggressively  for  the 
traditional  customers  of  commercial  banks.  Much  has  been  done  to  address  this  situ- 
ation and  to  ease  the  competitive  problems  banks  face,  particularly  in  the  area  of 
securities  sales  and  underwriting.  Most  of  that  relief,  though,  has  come  from  the 
agencies'  limited  flexibility  to  revise  or  interpret  their  regulations.  More  sweeping 
statutory  changes  are  needed,  regarding  both  securities  and  insurance  products.  The 
test  should  be  what  is  good  for  the  economy  and  for  consumers  of  financial  serv- 
ices— within  the  constraints  of  acceptable  risk  taking  for  institutions  with  access  to 
the  safety  net. 

Conclusion 

In  conclusion,  Mr.  Chairman,  the  banking  system  is  stronger  now  than  it  has 
been  in  many  years,  and  it  seems  well  prepared  to  meet  the  Nation's  credit  needs. 
Indeed,  the  pace  of  progress  in  the  1990  s  has  been  most  remarkable  and  much  fast- 
er than  one  could  have  reasonably  expected  a  few  years  ago.  Maintaining  a  healthy 
banking  system  is  vital  to  the  country's  welfare.  Accordingly,  we  must  remain  vigi- 
lant against  new  threats  and  costly  problems  that  can  arise  quickly  with  little  fore- 
warning. 

One  risk  that  is  always  present  is  that  presented  by  uncertainty  and  change.  To 
confront  that  risk  the  industry  must  be  willing  and  able  to  adapt.  The  U.S.  banking 
system  has  consistently  demonstrated  its  strength  in  this  regard  and  is  acknowl- 
edged as  the  world's  leader  in  financial  innovation.  Some  current  laws,  however, 
constrain  the  industry  in  ways  that  no  longer  serve  their  purpose.  The  banking  in- 
dustry, the  regulatory  agencies,  and  Congress  can  all  take  credit  for  the  positive 
events  we  have  seen  in  recent  years,  but  we  must  share  responsibility  for  the  indus- 
try's future  as  well.  We  should  be  willing  to  acknowledge  cnange  and  adapt  to  new 
challenges. 
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Summary 

Today,  the  OCC  is  happy  to  report  that  the  national  banking  system  looks  strong. 
The  industry  has  reported  record  earnings,  capital  ratios  are  at  their  highest  point 
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in  over  30  years,  and  the  credit  quality  of  banks'  loan  portfolios  has  improved  dra- 
matically. The  strength  in  earnings  and  profitability  over  the  past  2y2  years  is  wide- 
spread and  is  attributed  to  three  major  factors:  improved  credit  quality,  strong  net 
interest  income,  and  growing  noninterest  income  generated  from  fee-related  income. 
Reflecting  this  improvement  in  the  condition  and  performance  of  the  banking  sys- 
tem, bank  failures  are  at  their  lowest  levels  since  the  early  1980's. 

Although  the  financial  condition  of  banks  is  brighter  than  it  was  just  a  few  years 
ago,  the  OCC  must  be  vigilant  for  signs  of  trouble  on  the  horizon,  and  thus  take 
preemptive  actions  to  address  emereing  issues.  With  the  spotlight  on  new  activities, 
such  as  derivatives,  there  is  some  danger  of  losing  sight  of  lending  portfolio  risks, 
which  traditionally  have  been  the  source  of  the  most  serious  losses.  Therefore,  the 
OCC  will  continue  to  monitor  regularly  banks'  exposure  to  changes  in  market  inter- 
est rates  and  to  changes  in  underwriting  standards  and  loan  pricing  in  order  to  cau- 
tion banks  against  making  the  mistakes  of  the  recent  past. 

The  OCC  is  developing  a  risk -oriented  approach  to  supervision  that  emphasizes 
the  operational,  fiduciary,  market,  and  credit  risks  of  banks'  activities.  Accordingly, 
the  OCC  is  enhancing  its  ability  to  analyze  risks  in  banking,  to  evaluate  the  accu- 
racy of  banks'  risk  measurement  methods,  and  to  evaluate  the  quality  of  banks'  risk 
management  systems.  For  example,  the  OCC  has  taken  significant  steps  to  ensure 
that  banks  using  derivatives  clearly  understand  and  properly  manage  the  associated 
risks.  The  OCC  also  is  dedicating  more  resources  to  protecting  tank  customers 
through  greater  oversight  of  mutual  funds  and  other  non-insurea  investment  prod- 
ucts offered  to  retail  customers.  Already,  the  OCC  has  taken  steps  to  ensure  that 
banks  properly  inform  their  customers  oi  the  uninsured  status  of  the  mutual  funds 
they  sell. 

If  our  national  banking  system  is  to  remain  strong,  the  OCC  must  allow  banks 
to  evolve  so  that  they  can  be  more  diversified,  can  earn  adequate  returns,  and  thus 
can  continue  to  attract  new  investment.  If  banks  remain  in  increasingly  low-margin 
businesses,  they  will  either  gradually  shrink  relative  to  other  providers,  or  take  on 
higher  risks  within  the  scope  of  their  permissible  activities.  The  OCC  also  must 
make  bank  supervision  more  efficient  and  responsive.  That  is  why  the  OCC  has 
made  major  changes  in  the  way  it  supervises  small  institutions  by  focusing  more 
on  the  bank's  actual  performance.  And,  the  OCC  has  opened  new  lines  of  commu- 
nication between  bankers  and  examiners  and  adopted  a  formal  appeals  process, 
which  includes  an  OCC  Ombudsman  reporting  directly  to  the  Comptroller. 

Bank  regulators  also  have  sf>ecial  responsibilities  toward  enforcing  fair  lending 
laws  and  ensuring  fair  access  to  services.  In  line  with  these  responsibilities,  the 
OCC  is  working  hard  to  remove  discrimination  from  our  financial  system  and  to  im- 
prove the  way  the  OCC  and  the  other  bank  regulators  carry  out  our  responsibilities 
under  the  Community  Reinvestment  Act. 

Introduction 

Mr.  Chairman  and  Members  of  the  Committee,  thank  you  for  this  opportunity  to 
discuss  the  current  condition  of  the  banking  industry  and  developments  that  may 
affect  the  performance  of  the  industry  in  the  future.  My  testimony  is  divided  into 
three  major  parts. 

First,  I  will  review  the  performance  of  national  banks  as  of  the  second  quarter 
of  1994.  Second,  I  will  discuss  the  future  of  the  national  banking  system  and  what 
we  are  doing  to  improve  bank  supervision.  Finally,  I  will  review  the  steps  we  are 
taking  to  enforce  fair  lending  laws  and  to  improve  our  implementation  of  the  Com- 
munity Reinvestment  Act. 

Before  I  begin,  I  first  would  like  to  commend  you,  Mr.  Chairman,  for  your  leader- 
ship of  the  Senate  Banking  Committee  during  a  time  of  great  stress  for  the  banking 
industry.  As  Chairman  since  1989,  you  have  had  the  foresight  to  recognize  problems 
and  initiate  legislative  solutions.  Specifically,  I  would  like  to  commend  you  for  your 
leadership  in  tne  passage  of  three  Dills  that  have  helped  to  restore  faith  in  the  de- 
posit insurance  system  and  have  improved  the  way  the  OCC  and  the  other  regu- 
lators supervise  institutions:  The  Financial  Institutions  Reform,  Recovery  and  En- 
forcement Act  of  1989  (FIRREA),  the  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  of  1991  (FDICIA),  and  the  Riegle  Community  Development  and  Reg- 
ulatory Improvement  Act  of  1994.  Most  recently,  your  efibrts  in  the  passage  of  the 
Riegle-Neal  Interstate  Banking  and  Branching  Emciency  Act  of  1994  bring  to  fru- 
ition years  of  work  and  are  a  lasting  legacy  to  your  leadership.  Your  efforts  also 
have  been  instrumental  to  the  progress  made  toward  eliminating  bias  in  lending 
and  promoting  greater  access  to  banking  services.  I  would  also  like  to  thank  you 
for  the  encouragement  and  support  you  have  provided  to  efforts  to  make  our  regu- 
latory structure  more  efficient. 
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Let  me  now  turn  to  the  topic  you  asked  me  to  address  in  your  invitation  letter. 

National  Bank  Performance 

Because  the  OCC  is  responsible  for  the  supervision  of  national  banks,  I  will  focus 
my  discussion  on  the  condition  and  pxjrformance  of  national  banks.  However,  as  a 
member  of  the  Federal  Deposit  Insurance  Corporation  (FDIC)  board,  I  must  also 
concern  myself  with  the  banking  system  as  a  whole  and  the  role  all  banks  play  as 
providers  of  credit  to  the  communities  they  serve. 

Today,  as  a  result  of  wise  policy  from  Congress  and  the  regulators  and  hard  work 
by  bankers  and  examiners,  I  am  happy  to  report  that  the  national  banking  system 
looks  strong.  The  industry  has  reported  record  earnings,  capital  ratios  are  at  their 
highest  point  in  over  30  years,  and  the  credit  quality  of  banks'  loan  portfolios  has 
improved  dramatically.  In  addition,  the  increases  in  loan  and  asset  growth  that 
began  last  year  continue.  Reflecting  this  improvement  in  the  condition  and  perform- 
ance of  the  banking  system,  bank  failures  are  at  their  lowest  levels  since  the  early 
1980's. 

Earnings  and  Profitability 

National  banks  have  been  recording  record  profits  since  1992.  In  that  year,  they 
reported  earnings  of  $17.4  billion,  nearly  twice  that  for  1991,  and  almost  30  percent 
higher  than  the  previous  record  set  in  1988.  Last  year,  earnings  climbed  almost  50 
percent  to  $25.7  oillion.  They  remained  strong  in  the  first  half  of  this  year,  reaching 
$13.2  billion,  up  from  $12.3  billion  in  the  first  half  of  1993. 

National  bank  profitability,  measured  by  return  on  equity  (ROE),  also  has  been 
historically  high  over  the  last  2V2  years.  As  shown  in  Chart  1,  the  ROE  of  national 
banks  climbed  to  16.9  percent  in  1993,  up  over  300  basis  points  from  the  previous 
record  in  1988,  and  slipped  only  slightly  in  the  first  half  of  1994  to  an  annualized 
level  of  16.1  percent. 
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The  strength  in  earnings  and  profitability  over  the  past  2V■^  years  is  widespread. 
Since  1991,  the  percentage  of  national  banks  losing  money  has  fallen  from  almost 
15  percent  to  under  5  percent  at  the  end  of  June,  and  the  profitability  of  national 
banks  has  improved  for  all  size  groups  and  in  all  regions  of  the  country. 

Improved  credit  quality  has  been  the  primary  source  of  the  recora  earnings  and 
profitability.  Banks  have  substantially  recovered  from  their  credit  quality  problems 
of  the  late  1980's  and  early  1990's,  due,  among  other  factors,  to  the  improvement 
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in  the  economy.  Over  the  last  3  years,  the  percentage  of  total  loans  that  are 
noncurrent  has  fallen  to  1.6  percent,  its  lowest  level  in  the  past  10  years.  As  shown 
in  Chart  2,  even  the  noncurrent  real  estate  loan  ratio  has  improved  substantially 
and  is  down  to  levels  last  experienced  in  the  mid-1980's. 
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The  improvement  in  credit  quahty  enabled  national  banks  to  lower  their  provi- 
sions for  loan  and  lease  losses  in  1993  to  their  lowest  level  since  1984.  For  the  first 
half  of  this  year,  provisions  were  42  percent  less  than  during  the  same  time  last 
year. 

The  second  source  of  the  robust  earnings  has  been  net  interest  income.  From  1991 
to  1993,  net  interest  income  increased  by  $9.5  billion  to  $80.3  billion  and  the  net 
interest  margin  rose  from  3.6  percent  to  4.0  percent.  In  the  first  half  of  1994,  faster 
loan  growth  has  compensated  for  a  slight  narrowing  of  net  interest  margins.  Net 
interest  income  at  national  banks  for  the  first  half  of  1994  is  up  $1.3  billion  from 
the  first  half  of  1993. 

Rising  noninterest  income  has  been  the  third  source  of  the  strong  earnings  over 
the  past  few  years.  From  1991  to  1993,  noninterest  income  rose  by  $8.8  billion  to 
$45.4  billion  and  noninterest  income  as  a  percentage  of  operating  revenues  in- 
creased from  34  percent  to  36  percent.  The  biggest  contributor  to  this  increase  in 
noninterest  income  is  higher  fee  income.  Many  of  the  activities  that  produce  in- 
creased fee  income  are  conducted  primarily  by  larger  banks,  such  as  dealing  in  de- 
rivative products  and  asset-backed  commercial  paper  or  offering  proprietary  mutual 
funds.  However,  even  among  national  banks  with  less  than  $1  billion  in  assets, 
noninterest  income  as  a  percentage  of  operating  revenues  rose,  from  12  percent  in 
1991  to  17  percent  in  1993. 

More  recently,  the  growth  of  noninterest  income  has  slowed.  Noninterest  income 
through  the  first  half  of  1994  was  only  $100  million  higher  than  in  the  first  half 
of  1993.  The  slowdown  in  the  growth  of  noninterest  income  is  largely  a  result  of 
the  decline  in  trading  gains  at  the  largest  banks.  As  interest  rates  have  risen  and 
foreign  exchange  rates  have  fiuctuated,  national  banks  that  participate  actively  in 
trading  activities  and  market  making  have  seen  their  Earnings  from  these  activities 
fall.  For  the  first  half  of  1994,  noninterest  income  from  trading  activities  at  the  larg- 
est national  banks  is  down  roughly  50  percent  from  the  first  half  of  1993.  However, 
it  is  important  to  note  that,  although  total  income  has  dropped  off,  these  banks  have 
remained  profitable.  For  the  first  half  of  1994,  the  ROE  of  the  multinational  banks 
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is  15.9  percent,  only  slightly  lower  than  the  aggregate  ratio  for  all  other  national 
banks  of  16.2  percent. 

Capital 

National  banks  used  their  strong  earnings  to  build  capital,  partly  in  response  to 
FDICIA's  stringent  capital-based  supervisory  system. 

Since  the  end  of  1991,  total  equity  capital  has  increased  by  almost  one-third  as 
shown  in  Chart  3. 
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Over  that  period,  the  aggregate  equity-to-assets  ratio  of  national  banks  has  risen 
from  6.4  percent  to  7.7  percent.  Regulatory  capital  ratios  have  also  improved;  for 
example,  the  aggregate  risk -based  capital  ratio  of  national  banks  rose  from  10.0  per- 
cent to  12.5  percent.  Moreover,  the  number  of  banks  with  any  kind  of  capital  defi- 
ciency has  fallen  dramatically.  At  the  end  of  1991,  4.5  percent  of  national  banks, 
representing  10.8  percent  of  national  bank  assets  were  undercapitalized.  By  the  end 
of  the  second  quarter  of  1994,  the  percentage  plummeted  to  only  0.3  percent  of  na- 
tional banks  representing  only  0.02  percent  of  national  bank  assets  being 
undercapitalized. 

Baijvnce  Sheet  Composition 

In  addition  to  strengthening  their  capital  positions,  many  banks  have  also 
changed  the  composition  of  their  portfolio.  Throughout  1992  and  into  1993,  Mr. 
Chairman,  you  and  a  number  of  other  Members  of  this  Committee  expressed  con- 
cerns about  changes  occurring  in  banks'  portfolios.  Bank  assets  were  not  growing 
at  a  rate  that  was  commensurate  with  the  general  economic  growth  or  the  level  of 
financial  activity,  and  bank  lending  was  falling. 

In  the  last  18  months,  the  trends  in  asset  and  loan  growth  have  been  more  en- 
couraging. As  the  economy  expanded  over  this  period,  national  bank  assets  grew  at 
an  average  annual  rate  of  3.4  percent  (after  adjusting  for  accounting  changes),  com- 
pared to  an  average  annual  growth  rate  of  just  0.5  percent  over  the  previous  3 
years. 

As  shown  in  Chart  4,  loans  outstanding  at  national  banks  increased  more  than 
their  holdings  of  securities  over  the  last  18  months. 
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Chart  4 
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Even  more  encouraging,  all  three  major  types  of  loans — commercial  and  indus- 
trial, real  estat/e,  and  consumer — increased  over  the  last  18  months.  As  shown  in 
Chart  5,  1993  was  the  first  year  since  1989  that  this  has  occurred.  In  the  first  half 
of  this  year,  all  three  loan  types  continued  to  grow. 
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Deposits,  on  the  other  hand,  have  not  grown  at  a  commensurate  rate  over  the  last 
18  months.  Total  deposits  at  national  banks  continue  to  fluctuate  within  a  narrow 
band,  but  large  time  deposits,  a  more  costly  and  volf^ile  source  of  funds,  have  de- 
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creased  while  core  deposits  have  increased.  Since  1990,  large  time  deposits  have 
fallen  by  $119  billion  to  $100  billion,  and  core  deposits  have  increased  by  $69  billion 
to  $1,224  billion. 

National  banks  have  relied  increasingly  on  other  sources  of  funding  to  finance 
their  loan  and  asset  growth,  although  they  still  rely  on  core  deposits  for  over  50  per- 
cent of  their  funding.  I*urchased  liaoilities — such  as  Federal  funds  purchased,  secu- 
rities sold  under  agreements  to  repurchase,  and  other  borrowed  money — increased 
by  $74  billion  to  $302  billion  over  the  last  year  and  a  half.  Currently,  purchased 
liabilities  account  for  14  percent  of  national  bank  funding  (compared  to  11  percent 
in  1990). 

Derivatives  were  perhaps  the  most  publicized  growth  area.  The  notional  amount 
of  derivative  contracts  at  national  banks  rose  about  $1  trillion  from  year-end  1992 
to  $5.4  trillion  as  of  year-end  1993.  Through  the  first  half  of  this  vear,  the  notional 
amount  of  derivative  contracts  at  national  banks  increased  an  additional  $1.9  tril- 
lion. Derivatives  activities  are  concentrated  in  a  relatively  small  number  of  national 
banks.  As  of  the  end  of  June,  362  national  banks  reported  derivatives  activities  in 
the  Call  Report.  Five  out  of  the  seven  national  banks  accounting  for  over  90  percent 
of  the  total  derivatives  contracts  are  broker-dealers. 

National  Bank  Failures  and  Problem  Banks 

The  improvement  in  national  bank  performance  has  significantly  reduced  the 
number  of  national  bank  failures.  During  the  first  6  months  of  1994,  only  three  na- 
tional banks  failed.  This  is  in  sharp  contrast  to  the  large  number  of  bank  failures 
of  the  recent  past.  For  instance,  between  1984  and  1993,  on  average,  57  national 
banks  failed  each  year.  In  addition,  the  size  of  the  bank  failures  has  declined  dra- 
matically. During  the  first  half  of  this  year,  less  than  $200  million  in  assets  were 
held  by  failed  national  banks.  In  the  previous  decade,  aggregate  assets  at  failed  na- 
tional Danks  averaged  $16  billion  per  year. 

Similarly,  the  number  of  problem  banks  (the  lowest  rated  banks — CAMEL  4  and 
5)  continues  to  decline.  As  of  last  week,  there  were  only  70  problem  national  banks 
with  $5.5  billion  in  assets,  down  from  a  high  of  373  at  the  end  of  1990. 

Potential  Threats  to  Current  Bank  Performance 

Although  the  financial  condition  of  banks  is  brighter  than  it  was  just  a  few  years 
ago,  we  must  remain  ever  vigilant  for  signs  of  trouble  on  the  horizon  and  take  ac- 
tions to  address  issues  before  they  surprise  us.  With  the  spotlight  on  new  activities, 
such  as  derivatives,  there  is  some  danger  of  losing  sight  of  lending  portfolio  risks 
which  traditionally  has  been  the  source  of  the  most  serious  losses. 

Credit  Underwriting 

As  banks  faced  up  to  the  credit  quality  problems  of  the  late  1980's  and  early 
1990's,  they  tightened  their  credit  underwriting  standards  and  reduced  their  lend- 
ing. With  improving  economic  conditions,  banks  reexamined  their  lending  standards 
and  rates  and  took  steps  to  increase  their  lending.  I  have  been  pleased  to  see  this. 
The  purpose  behind  the  Administration's  initiatives  to  encourage  bank  lending  was 
to  help  Danks  respond  to  the  needs  of  creditworthy  customers  in  economically  ra- 
tional ways  without  having  to  fear  unwarranted,  harsh  responses  by  bank  super- 
visors or  unnecessary  regulatory  burdens. 

Nonetheless,  none  of  us  can  afford  to  forget  the  problems  of  the  past.  In  the  wake 
of  the  disastrous  results  of  commercial  real  estate  lending  of  the  1980's,  the  OCC 
will  insist  that  banks  maintain  prudent  lending  standards.  To  ensure  this,  we  con- 
tinue to  monitor  underwriting  standards  and  loan  pricing  regularly.  For  instance, 
we  recently  conducted  a  survey  of  underwri'ing  standards  in  which  examiners  met 
with  the  large  syndicating  banks,  reviewed  credit  data,  and  analyzed  loan  pricing 
information.  The  examiners  found  that  at  some  banks,  there  are  signs  that  they 
have  eased  their  underwriting  standards  over  the  course  of  the  last  several  Quar- 
ters. Specifically,  the  difference  between  the  interest  rate  charged  on  loans  and  the 
cost  of  funding  those  loans  has  fallen;  and  in  certain  instances  financial  covenants 
(e.g.,  collateral)  appear  to  be  less  restrictive.  Some  of  these  changes  may  reflect  im- 
proved economic  conditions  and  increased  bank  liquidity,  but  we  are  keeping  a 
watchful  eye  on  loan  pricing  and  underwriting  practices.  I  can  assure  the  Commit- 
tee that  we  will  take  appropriate  supervisory  actions  should  we  determine,  at  any 
f)oint,  that  these  practices  arc  giving  rise  to  any  serious  safety  and  soundness  prob- 
ems. 

Increased  Concentration  in  Mortgages 

Since  1990,  residential  real  estate  assets  in  national  banks  have  risen  from  18.9 

fiercent  of  national  bank  assets  to  23.5  percent.  Because  these  assets  often  have 
airly  long  maturities,  this  growing  concentration  raises  concern  about  a  possible  in- 
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crease  in  interest  rate  risk  exposure  at  banks.  As  rates  rise,  banks  can  find  them- 
selves squeezed  between  flat  earnings  from  fixed-rate  assets  (such  as  mortgage 
loans)  and  increased  funding  costs  by  having  to  pay  higher  rates  on  deposits. 

In  the  first  half  of  1994,  interest  rates  rose  significantly.  Short-  and  long-term 
rates  rose  over  100  basis  points.  This  rise  follows  a  period  in  which  banks  increased 
their  holdings  of  residential  mortgage  loans  and  mortgage-backed  securities.  The 
sqpjeeze  on  earnings  is  likely  to  be  compounded  by  a  reduction  in  fee-related  income, 
an  important  source  of  earnings  at  national  banks. ^ 

We  are  tracking  the  impact  that  the  recent  rise  in  interest  rates  may  have  on 
bank  performance,  in  large  measure  through  interest  rate  risk  examinations  at  the 
lai^est  national  banks.  We  also  continue  to  woric  with  the  FRB  and  FDIC  on 
amendments  to  the  risk -based  capital  requirement  to  account  for  interest  rate  risk. 

Future  of  the  National  Banking  System 

As  encouraging  as  the  recent  improvements  to  the  banking  industry  are,  competi- 
tion from  other  service  providers  and  advances  in  technology  and  communications 
pose  challenges  to  national  banks  and,  by  extension,  to  the  way  we  regulate  and 
supervise  them.  In  response  to  changes  in  the  marketplace,  we  want  to  make  sure 
that  national  banks  have  the  flexibility  to  adapt  to  these  changes. 

The  proportion  of  bank  assets  to  assets  held  by  other  financial  intermediaries  is 
the  most  widely  used  measure  of  the  size  of  the  banking  industry  relative  to  the 
size  of  the  financial  services  sector.  This  traditional  measure  sheds  light  on  how  suc- 
cessfblly  banks  have  responded  to  competition.  It  suggests  that  commercial  banks 
have  been  in  a  secular  decline  for  decaaes.  Statutory  restrictions  on  bank  activities, 
advances  in  technology  and  communications,  changes  in  customer  demands,  and 
competition  from  other  depositories  and  non depositories  are  factors  affecting  bank- 
ing's traditional  role  in  our  Nation's  financial  services  industry.  As  a  result,  banks 
have  developed  new  product  lines,  such  as  the  sale  of  mutual  funds  and  derivative 
products. 

Alternative  measurement  techniques  provide  a  somewhat  different  perspective  on 
the  role  of  banks.  These  new  indicators  rely  on  employment,  revenue,  and  value 
added  data,  in  addition  to  the  traditional  balance  sheet  data,  to  measure  the  chang- 
ing role  of  banking.^  This  research  confirms,  in  part,  that  banks  have  responded  to 
competition  from  nonbank  enterprises  and  restrictions  on  bank  activities  by  chang- 
ing the  services  they  provide  and  how  they  deliver  new  products.  The  conclusion  I 
draw  from  this  analysis  is  that  the  financial  and  technical  innovations  that  have 
occurred  over  the  past  few  decades  have  dramatically  and  irreversibly  altered  the 
banking  landscape. 

Although  banks  have  changed,  their  evolution  has  been  stymied  by  legal,  regu- 
latory, and  supervisory  restrictions.  I  believe  that  because  conunercial  banks  have 
been  unduly  restrained  from  entering  new  lines  of  business,  they  tend  to  gravitate 
to  a  few  niches  that  promise  the  best  returns.  As  competition  has  intensified  over 
the  years,  the  return  from  many  traditional  banking  products  and  services  has  nar- 
rowed. For  instance,  credit  caras  were  once  the  sole  domain  of  banks,  but  in  recent 
years  nonbanks  have  become  strong  competitors,  offering  competitive  rates  and 
terms.  In  addition,  they  face  more  intense  examinations,  higher  regulatory  costs, 
and  broader  obligations  to  their  communities  than  do  their  nonbank  competitors. 

The  future  of  national  banks  will  depend  on  our  ability  to  accommodate  their  need 
for  change  to  meet  the  needs  of  the  financial  marketplace,  while  at  the  same  time, 
providing  cost-efTective  supervision  and  regulation  to  ensure  a  safe  and  sound  bank- 
mg  system.  We  must  allow  banks  to  evolve  so  that  they  are  more  diversified,  can 
earn  adequate  returns,  and  thus  can  continue  to  attract  new  investment.  If  they  re- 
main in  increasingly  low-margin  businesses,  they  will  either  gradually  shrink  rel- 
ative to  other  provmers,  or  take  on  higher  risks  within  the  scope  of  their  permissible 
activities. 

Last  week.  Congress  took  a  significant  step  toward  reducing  geographic  restric- 
tions and  other  impediments  to  eitective  bank  operations  by  passing  the  Riegle-Neal 
Interstate  Banking  and  Branching  Efficiency  Act  of  1994.  Both  consumers  and 
banks  will  benefit.  Consumers  will  benefit  from  the  convenience  of  being  able  to  con- 
duct transactions  at  any  branch  throughout  the  entire  area  served  by  the  consoli- 
dated banking  company.  Specifically,  consumers  who  live  near  State  boundaries  will 


^Noninterest  income  accounted  for  35  percent  of  operating  revenues  at  national  banks  in  the 
first  half  of  1994. 

'See  e.g.,  George  G.  Kaufman  and  Larry  Mote,  "Is  Banking  a  Declining  Industry?  A  Historical 
Perepective"  in  the  Federal  Reserve  Bank  of  Chicago's  May/June  1994  issue  of  Economic  Per- 
apectiues.  Kaufman  and  Mote  report  that  a  growing  number  of  banking  activities  are  not  cap- 
tured by  traditional  measures  of  bank  output. 
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no  longer  be  forced  to  do  business  solely  with  the  bank  branch  in  their  State.  Banks 
also  benefit  under  the  new  legislation.  For  national  banks,  the  legislation  will  allow 
banks  that  operate  across  State  lines  to  be  regulated  by  just  one  regulator  under 
uniform  laws.  These  changes  will  reduce  operating  costs,  which  should  improve  the 
financial  condition  of  banks.  Removing  geographic  restrictions  also  will  enable 
banks  to  diversify  their  asset  portfolios  and  sources  of  income  more  fully,  reduce  the 
impact  of  a  shock  in  any  particular  region,  and  provide  a  greater  margin  of  safety 
to  tanks  and  the  deposit  insurer. 

Of  course,  I  also  recognize  these  benefits  will  not  be  realized  unless  we  have 
meaningful  competition  in  all  markets.  We  take  very  seriously  the  provisions  in  the 
bill  designed  to  protect  the  public  from  excessive  concentration  of  oanking  services 
and  will  take  steps  to  put  those  provisions  into  effect. 

Facilitating  Change 

The  OCC  under  my  tenure  will  continue  to  facilitate  responsible  national  bank 
participation  in  the  evolving  financial  services  market.  In  authorizing  new  bank 
products  and  services  that  benefit  consumers  of  financial  services,  I  look  to  two  criti- 
cal criteria:  First,  they  must  not  materially  increase  risk  to  the  safety  and  sound- 
ness of  banks.  Second,  we  must  have  the  ability  to  supervise  appropriately  these 
new  activities. 

As  banks  take  on  new  activities,  we  must  strike  a  balance  between  authorizing 
new  activities  by  imposing  efiective  controls  on  risk-taking  and  ensuring  that  cus- 
tomers are  adequately  protected.  One  of  the  key  advantages  the  OCC  has  is  that 
we  can  develop  technical  and  regulatory  expertise  in  evolving  markets.  Going  for- 
ward, we  must  devote  even  more  resources  to  identifying  and  evaluating  risks  in 
bank  activities.  We  must  find  ways  to  adapt  our  supervisory  tools  so  they  remain 
effective  in  a  changing  marketplace.  And,  we  must  broaden  our  regulatory  concerns 
to  look  beyond  our  traditional  safety  and  soundness  focus. 

In  one  sense  this  heightened  emphasis  on  customer  protection  may  appear  as  a 
break  with  traditional  methods  of  supervising  banks.  But,  it  is  hard  to  imagine  a 
safe  and  sound  banking  system  where  customers  are  misinformed  by  banks.  A  cru- 
cial part  of  the  franchise  value  of  every  banking  organization  is  its  established  cus- 
tomer relationships.  Actions  which  diminish  the  value  of  these  relationships  can 
threaten  the  safety  and  soundness  of  the  bank.  As  markets  evolve  and  the  range 
of  services  provided  by  banks  expands,  it  will  be  critical  that  the  bank  maintains 
the  customer  relationship.  By  focusing  on  both  consumer  protection  and  traditional 
safety  and  soundness  issues,  we  will  not  only  serve  bank  customers,  but  also  protect 
the  integrity  of  the  banking  system. 

Since  I  became  Comptroller,  I  have  expanded  our  understanding  of  the  risks  from 
banking  activities.  In  many  ways,  we  are  developing  a  risk-oriented  approach  to  su- 
pervision that  emphasizes  the  operational,  fiduciary,  market,  and  credit  risk  of 
banks'  activities.  With  this  focus,  we  can  look  at  the  overall  risk  profile  of  a  bank 
and  the  bank's  ability  to  measure  and  manage  this  risk.  The  OCC  is  enhancing  its 
ability  to  analyze  risks  in  banking,  to  evaluate  the  accuracy  of  banks'  risk  measure- 
ment methods,  and  to  evaluate  the  quality  of  banks'  risk  management.  We  also  have 
dedicated  more  resources  to  protecting  bank  customers  through  greater  oversight  of 
mutual  funds  and  other  non-insured  investment  products  offered  to  retail  cus- 
tomers. Let  me  give  you  two  case  studies  that  illustrate  what  we  are  doing. 

Derivatiues 

The  recent  growth  in  derivatives  markets  has  created  new  challenges  for  bank  su- 
pervision due  to  the  complex  nature  of  derivatives.  The  OCC  is  working  hard  lo  en- 
sure that  banks  using  these  instruments  clearly  understand  and  properly  manage 
the  associated  risks,  and  that  banks  have  the  financial  resources  to  withstand  mar- 
ket volatilities.  At  the  same  time,  we  improved  our  understanding  of  these  issues 
and  strengthened  our  supervision  of  bank  derivatives  activity. 

We  were  the  first  banking  agency  to  issue  guidelines  to  bank  management  last 
year  on  managing  the  risk  ol  financial  derivatives.  OCC  Banking  Circular  277  (BC- 
277)  reviews  the  duties  of  senior  management  and  the  board  of  directors  for  over- 
sight of  derivatives  activities,  monitoring  the  interconnectedness  of  risks,  and  the 
responsibilities  of  dealers  toward  end-users.  We  are  now  putting  the  finishing  touch- 
es on  supplemental  examiner  guidance  and  examination  procedures,  which  will  in- 
clude detailed,  comprehensive  procedures  for  examining  the  derivatives  activities  of 
national  banks. 

As  part  of  our  increased  attention  to  derivatives,  the  OCC  issued  an  advisory  let- 
ter to  national  banks  in  July  cautioning  them  about  the  risks  in  structured  notes 
and  the  difHculty  in  assessing  those  risks.  This  letter  warned  banks  that  some  types 
of  structured  notes  are  inappropriate  investments  for  national  banks  that  do  not 
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have  the  ability  to  understand,  measure,  monitor,  and  control  the  risks  associated 
with  them. 

At  the  beginning  of  September,  we  published  a  proposed  rule  that  would  alter  the 
way  our  risk -based  capital  rules  account  for  the  credit  risk  of  some  derivatives  con- 
tracts. This  proposed  rule  is  similar  to  a  July  1994  public  statement  released  by  the 
Basle  Committee  on  Banking  Supervision.  It  would  increase  the  amount  of  capital 
banks  must  hold  against  contracts  with  longer  maturities,  which  have  potentially 
more  credit  risk.  Capital  reauirements  wouldalso  be  increased  for  more  volatile  de- 
rivative contracts — those  related  to  equities,  precious  metals,  and  other  commod- 
ities. The  proposed  rule  would  reduce  capital  requirements  for  contracts  subject  to 
qualifying  oilateral  netting  agreements. 

On  the  examination  side,  we  monitor  the  banks  with  the  largest  volume  of  deriva- 
tives activities  on  a  continuous  basis.  There  are  full-time,  resident  examiner  staffs 
in  each  of  the  seven  dealer  banks  and  at  the  largest  end-user  banks  the  OCC  super- 
vises. These  staffs  range  in  size  from  three  to  22  examiners  at  the  dealer  banks  and 
from  one  to  13  at  the  largest  end-user  banks.  We  often  supplement  permanent  staff 
with  additional,  specialized  examiners  during  derivatives-related  examinations. 
Most  other  end-user  banks  are  examined  once  every  12  months.  Every  national 
bank  is  examined  at  least  once  every  18  months. 

We  continue  to  work  with  the  FRB,  OTS,  and  FDIC  to  enhance  the  coordination 
of  derivatives  among  the  banking  agencies  and  to  improve  the  accounting  and  dis- 
closure of  derivatives.  We  also  are  participating  in  the  Working  Group  on  Financial 
Markets,  chaired  by  Treasury  Secretary  Bentsen,  and  in  international  efforts  to  en- 
hance the  risk -based  capital  standards  for  bank  derivative  activities. 

While  I  want  to  discuss  what  we  are  doing  to  respond  to  legitimate  concerns  that 
policymakers,  institutions,  and  consumers  have  about  derivatives,  I  think  it  is  im- 
portant to  reiterate  my  belief  that  derivatives  provide  banks  and  the  public  with 
meaningful  benefits.  For  instance,  financial  derivatives  transactions  allow  banks 
and  other  market  participants  to  manage  their  financial  risks  more  precisely  and 
eliiciently  than  witn  other  instruments.  Also,  they  oflen  provide  users  with  the  low- 
est cost  funding  alternatives  by  reducing  transaction  costs  and,  in  some  cases,  by 
exploiting  arbitrage  opportunities  across  financial  markets. 

Mutual  Funds 

As  supervisor  of  national  banks,  the  OCC  is  firmly  committed  to  ensuring  that 
banks  fully  inform  their  customers  about  the  uninsured  status  of  the  mutual  funds 
or  other  nondeposit  investment  products  they  sell.  Over  the  past  half  dozen  years, 
many  national  banks  have  become  active  participants  in  both  the  advising  and 
brokering  of  mutual  funds.  As  of  June,  969  national  banks  (30  percent  of  all  na- 
tional banks)  marketed  mutual  funds. 

Mutual  fund  sales  provide  national  banks  with  new  sources  of  fee-based  revenue, 
and  they  also  allow  banks  to  offer  products  their  customers  desire.  As  bank  retail 
sales  of  mutual  funds  have  grown  in  recent  years,  safeguards  have  become  increas- 
ingly important  to  protect  bank  customers,  and  to  protect  banks  that  sell  uninsured 
investment  products. 

Since  I  became  Comptroller,  the  OCC  has  taken  a  number  of  steps  to  improve  our 
supervision  of  banks  engaged  in  the  retail  sale  of  nondeposit  investment  products. 
We  have  undertaken  this  effort  even  though  most  bank  sales  take  place  through 
registered  bi"oker-dealers  who  are  subject  to  Securities  and  Exchange  Commission 
and  National  Association  of  Securities  Dealers  oversight.  In  July  1993,  the  OCC  is- 
sued guidance  to  national  banks  on  the  sale  of  investment  products,  such  as  mutual 
funds,  annuities,  and  other  nondeposit  products. 

In  November  1993,  the  OCC  released  a  brochure  entitled  Deposits  and  Invest- 
ments: There's  A  Critical  Difference.  The  brochure  was  designed  to  inform  bank  cus- 
tomers that  mutual  funds  and  other  nondeposit  investment  products  they  buy  are 
not  insured  by  the  FDIC. 

In  February  1994,  the  OCC,  the  Federal  Deposit  Insurance  Corporation  (FDIC), 
the  Federal  Reserve  Board,  and  the  Office  of  Thrift  Supervision  jointly  issued  the 
Interagency  Statement  on  Retail  Sales  of  Nondeposit  Investment  Products.  The  new 
Interagency  Statement  covers  a  bank's  nondeposit  retail  sales  operation,  including 
sales  by  bank  employees  and  sales  by  employees  of  third  party  vendors  on  banK 
premises.  The  guidance  stresses  that  banks  should  view  customers'  interests  as 
central  to  all  aspects  of  their  sales  programs,  and  that  the  Federal  banking  regu- 
lators will  take  appropriate  actions  to  address  violations  of  laws  and  regulations  as- 
sociated with  bank -related  sales  of  mutual  funds  and  other  retail  nondeposit  invest- 
ment products.  'To  ensure  that  national  banks  live  up  to  the  spirit  and  letter  of  the 
Interagency  Statement,  the  OCC  will  be  examining  every  national  bank  engaged  in 
the  sale  of  mutual  funds  or  annuities  during  the  present  supervisory  cycle. 
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/In  cooperation  with  a  handful  of  banks,  the  OCC  recently  conducted  interviews 
of  those  banks'  mutual  funds  customers  to  determine  which  sales  practices  were 
most  effective  in  reducing  customer  confusion  about  the  products.  The  results  of-' 
these  interviews  underscore  the  importance  of  oral  disclosure  to  the  customer  of  in- 
vestment risks  associated  with  mutual  funds  and  the  fact  that  such  investments  are 
not  FDIC  insured.  The  interviews  strongly  suggest  that  oral  disclosure  is  the  most 
effective  means  of  dispelling  customer  confusion,  and  is  the  aspect  of  sales  practices 
that  customers  most  clearly  recall  as  the  .source  of  their  beliefs  about  the  products 
they  have  purchased.  Although  the  analysis  was  not  designed  to  generate  statistical 
results,  it  strengthens  our  belief  in  the  need  to  confirm  oral  disclosures  in  bank 
sales  presentations.  In  particular,  the  OCC  strongly  supports  the  FDIC's  proposal 
to  conduct  a  sales  testing  program  of  all  FDIC-insured  institutions  that  sell  mutual 
funds  or  annuities. 

We  also  are  working  to  make  sure  banks'  written  disclosures  to  mutual  fund  cus- 
tomers are  meaningful.  The  OCC  has  iust  completed  a  review  of  more  than  8,500 
documents  used  to  promote  and  marltet  retail  nondepiosit  investment  products, 
which  over  700  national  banks  voluntarily  submitted  to  us.  This  review  offered  na- 
tional banks  the  opportunity  to  get  feedback  on  their  mutual  funds  practices  prior 
to  their  next  scheduled  examination.  The  voluntary  participation  of  so  many  na- 
tional banks  in  this  effort  clearly  shows  the  industry's  determination  to  develop  and 
adhere  to  high  standards  in  this  area.  The  review  also  demonstrates  that  inaustry 
leadership  and  regulators  must  continue  to  clarify  what  constitutes  clear  and  ade- 
quate disclosure  in  the  retail  sale  of  nondeposit  investment  products.  In  addition, 
we  are  continuing  to  work  with  other  Government  agencies  and  self-regulatory  orga- 
nizations to  coordinate  regulatory  efforts  and  to  enhance  the  efficiency  of  our  activi- 
ties. 

Cost-Effective  Supervision 

If  our  national  banking  system  is  to  be  strong,  we  must  avoid  imposing  unneces- 
sary burdens  on  banks.  To  further  this  objective,  the  OCC  is  identifying  areas  where 
policies  and  operating  practices  can  be  changed  to  reduce  OCC's  costs.  Also,  we  are 
rethinking  how  to  allocate  resources  and  to  deploy  our  staff  in  the  most  efficient 
manner. 

The  need  to  be  attentive  to  the  costs  of  conducting  our  supervisory  activities  is 
particularly  important  to  the  OCC  because  we  are  the  only  Federal  commercial 
Dank  supervisor  that  charges  an  explicit  fee  for  supervision  expenses  and  we  rely 
on  this  revenue  to  cover  our  expenses.  In  contrast,  the  FDIC  and  the  Federal  Re- 
serve do  not  explicitly  charge  for  their  examinations  of  State  banks.  And,  in  fact, 
national  banks  subsidize  part  of  the  costs  of  State  bank  supervision  by  the  FDIC 
and  the  ^''ederal  Reserve. 

Here  is  how  the  subsidy  works.  Although  all  banks  pay  the  FDIC  premiums  for 
deposit  insurance  and  all  banks  forgo  interest  on  the  reserves  they  must  keep  at 
Federal  Reserve  Banks,  premiums  paid  by  national  banks  and  interest  forgone  by 
national  banks  help  defray  the  cost  of  FDIC  and  F'ederal  Reserve  examination  of 
State  banks.  (More  than  half  of  commercial  bank  reserves  and  deposits  are  held  by 
national  banks.)  At  the  same  time,  the  State  banking  agencies  also  charge  State 
banks,  in  one  way  or  another,  for  examining  them.  However,  since  States  snare  ex- 
amination responsibility  with  the  Federal  Reserve  and  the  FDIC  they  do  not  have 
to  examine  their  banks  as  frequently  as  they  would  if  there  were  no  Federal  exami- 
nations. Consequently,  the  States  have  comparatively  fewer  resource  needs  than 
does  the  OCC  and  can  therefore  charge  lower  fees.  The  differences  are  not  strictly 
a  matter  of  efficiency,  but  reflect,  in  part,  the  subsidies  that  the  national  banks  pro- 
vide to  State  banks.  In  the  future,  we  need  to  look  at  ways  to  eliminate  this  subsidy 
and  create  a  more  equitable  mechanism  for  funding  examinations  by  the  FDIC  and 
the  Federal  Reserve. 

To  enhance  the  competitiveness  of  the  national  banking  system,  I  have  launched 
several  initiatives  designed  to  reduce  the  cost  of  bank  regulation  and  supervision 
in  ways  that  do  not  compromise  our  effectiveness. 

Regulatory  Relief 

We  have  taken  numerous  steps  over  the  past  18  months  to  reduce  the  regulatory 
burden  on  national  banks  and  to  enhance  the  flow  of  credit  to  households  and  busi- 
nesses: 

•  The  OCC  is  reviewing  all  our  regulations  to  consolidate,  streamline,  and  simplify 
requirements  wherever  possible.  For  example,  we  recently  published  for  comment 
revisions  to  our  regulations  on  the  legal  lending  limit  for  national  banks.  We  ex- 
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pect  to  publish  for  comment  later  this  fall  revisions  to  our  regulations  on  cor- 
porate activities,  investment  securities,  and  fiduciary  activities.  These  changes 
will  dramatically  expedite  the  applications  process  for  well-capitalized  institu- 
tions. 

•  The  OCC  and  the  other  Federal  bank  regulators  adopted  11  initiatives  designed 
to  eliminate  unnecessary  regulatory  impediments  to  bank  lending.  These  initia- 
tives, which  were  part  of  the  Administration's  credit  availability  program,  include 
the  creation  of  a  low-documentation  program  for  small  business  loans  and  a  re- 
vised rule  raising  the  loan  threshold  for  required  real  estate  appraisals  from 
$100,000  to  $250,000. 

•  We  have  adopted  a  uniform  core  report  of  examination  to  increase  uniformity  in 
examinations  among  the  regulators. 

•  We  also  will  revise  our  regulations  to  comport  with  the  regulatory  relief  provisions 
in  the  "Riegle  Community  Development  and  Regulatory  Improvement  Act  of 
1994." 

More  Cost-Effective  Examinations 

The  OCC  has  recently  announced  major  changes  in  the  way  we  supervise  small 
institutions.  Stable,  small,  community-oriented  banks  engaged  in  traditional  bank- 
ing activities  tend  to  have  a  common  risk  profile.  That  means  that  we  can  evaluate 
a  community  bank's  management  quality  by  focusing  on  a  community  bank's  per- 
formance— especially  loan  performance.  Where  performance  meets  sufTiciently  high 
standards,  we  will  stop  there  rather  than  pore  over  and  make  minor  revisions  to 
written  policies. 

Our  new  streamlined  exam  procedures  for  small  community  banks  are  aimed  at 
reducing  the  extraneous  information  bankers  have  been  asked  to  gather  in  prepara- 
tion for  an  examination  and  reducing  demands  on  examiners  as  well.  Our  focus  will 
be  on  results,  i.e.,  the  amount  of  capital  and  the  quality  of  assets.  To  be  eligible 
for  these  procedures,  banks  must  be  operating  in  a  stable  local  economy,  be  1  or 
2  rated  on  our  CAMEL  scale,  and  be  focused  on  traditional  activities.  While  these 
new  procedures  will  principally  benefit  national  banks  with  assets  under  $100  mil- 
lion, we  are  considering  whether  any  part  of  the  new  guidelines  could  be  extended 
to  larger  institutions. 

We  are  also  undertaking  changes  in  our  exam  procedures  for  large  banks.  We  are 
looking  at  ways  to  develop  an  individual  risk  profile  that  incorporates  all  the  risks 
the  bank  takes  on.  We  then  work  to  determine  whether  the  risks  are  appropriate 
for  the  individual  institution,  given  its  resources,  and  whether  the  controls  the  insti- 
tution has  in  place  are  appropriate  to  the  risks. 

Opening  New  Lines  of  Communication 

We  have  also  opened  new  lines  of  communication  between  bankers  and  examin- 
ers. Last  year,  the  OCC  adopted  a  formal  appeals  process  that  included  an  OCC 
Ombudsman  reporting  directly  to  me.  Since  September  of  last  year,  the  Ombudsman 
and  the  district  offices  have  resolved  over  40  appeals.  Over  60  percent  of  the  appeals 
upheld  the  bank's  view.  In  addition,  we  have  resolved  over  50  substantive  issues 
without  going  through  the  formal  appeals  process.  The  appeals  process,  and  more 
generally,  the  queries  and  complaints  we  receive  are  helping  to  transform  the  way 
the  OCC  does  business.  Keeping  open  the  lines  of  communication  between  bankers 
and  examiners  gives  each  a  better  understanding  of  the  other's  concerns,  thereby 
making  our  supervisory  efforts  all  the  more  effective. 

Another  way  we  are  opening  new  lines  of  communication  is  through  a  series  of 
informal  meetings  with  national  bank  executives,  hosted  jointly  with  the  American 
Bankers  Association.  At  these  meetings,  the  OCC's  top  ofticials  and  I  hear  directly 
from  bankers  about  their  concerns.  We  discuss  a  variety  of  topics  dealing  mostly 
with  supervision  and  regulation. 

In  addition  to  regular  meetings  with  bankers,  I  have  made  a  concerted  effort  to 
meet  regularly  with  representatives  of  national  community,  consumer,  small  busi- 
ness. Government,  and  other  groups  to  hear  their  concerns  about  banking.  Thus  far, 
I  have  met  with  65  of  the  top  national  groups  and  held  local  meetings  in  Omaha, 
Salt  Lake  City,  and  Chicago  with  almost  50  groups.  I  walked  the  neighborhoods  of 
Los  Angeles,  San  Antonio,  and  Queens  in  New  York  City  to  learn  first  hand  about 
opportunities  and  concerns  from  people  who  live  in  communities  and  use  or  need 
bank  credit  and  services.  I  also  visited  the  Navajo  Nation  last  spring  to  hear  about 
their  needs  for  bank  credit  and  services. 
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Ensuring  Fair  Access  to  Credit 

We  cannot  afford  to  lose  sight  of  our  special  responsibilities  toward  ensuring  fair 
access  to  services  and  enforcing  fair  lending  laws. 

Enforcing  Fair  Lending  Laws 

At  my  confirmation  hearing  before  this  Committee,  I  made  this  pledge:  "As  Comp- 
troller, I  will  work  to  remove  discrimination  from  our  financial  system,  root  and 
branch."  Since  I  took  ofTice,  we  have  taken  a  number  of  important  steps  to  improve 
the  OCC's  performance  in  Lhe  area  of  fair  lending  enforcement. 

As  bank  supervisors,  we  at  the  OCC  have  a  legal  obligation  to  make  certain  that 
credit  decisions  by  national  banks  are  made  without  regard  to  race,  gender,  or  other 
prohibited  bases.  To  address  this  critical  issue,  we  have  revamped  our  compliance 
program  and  increased  the  resources  we  dedicate  to  compliance  examinations.  We 
continue  to  work  toward  improving  our  methods  for  detecting  discrimination  by  fo- 
cusing more  sharply  on  the  characteristics  of  accepted  and  rejected  mortgage  appli- 
cations, and  by  developing  statistical  methods  to  assist  our  examiners  in  detecting 
apparent  discrimination.  We  are  also  working  closely  with  other  Federal  banking 
and  thrift  regulatory  agencies,  the  Department  of  Housing  and  Urban  Development, 
and  the  Department  of  Justice  on  strategies  and  methods  to  take  administrative 
and  civil  action  against  institutions  that  violate  Federal  fair  lending  laws. 

As  we  strive  to  enforce  these  laws  we  also  are  cognizant  of  the  need  to  do  so  in 
a  responsible  manner.  I  think  we  have  achieved  a  balance  in  our  efforts  in  this  area. 
Our  work  is  in  the  headlines  not  because  we  have  uncovered  massive  violations  of 
law,  but  because  we  pursue  vigorously  violations  when  we  find  them.  We  have  made 
10  referrals  to  the  Department  of  Justice  since  1993;  in  the  entire  prior  history  of 
the  OCC,  the  agency  had  made  only  one.  I  want  to  make  it  clear  to  this  Committee 
that  we  take  our  referrals  extremely  seriously.  We  spend  an  enormous  amount  of 
time  and  resources  to  ensure  that  our  referrals  are  carefully  researched.  Moreover, 
we  devote  considerable  time  to  discussing  our  findings  with  the  bank  involved. 

Reforming  CRA 

We  are  also  striving  with  our  sister  agencies  to  revise  how  we  carry  out  our  re- 
sponsibilities under  the  CRA.  To  ensure  that  CRA  reform  addresses  the  needs  of  the 
banking  industry,  community  groups,  and  other  key  sectors  of  the  community,  the 
Federal  banking  agencies  held  a  series  of  seven  public  hearings  last  year  at  loca- 
tions around  the  country.  In  December  1993,  the  agencies  issued  a  comprehensive 
CRA  reform  proposal  that  emphasizes  performance  over  documentation  and  replaces 
the  12  current  CRA  assessment  factors  with  three  evaluation  tests — a  lending  test, 
a  service  test,  and  an  investment  test.  The  agencies  received  over  6,700  comments 
on  the  CRA  proposal.  Almost  all  of  them  are  detailed  and  complex. 

In  response  to  those  comments,  we  are  re-working  our  proposal,  eliminating  some 
of  the  more  burdensome  reporting  requirements  and  modifying  what  many  com- 
menters  perceived  as  excessively  rigid  performance  tests,  while  clarifying  the  re- 
maining performance  standards.  We  plan  to  publish  our  revised  proposal  in  the  near 
future  and  invite  comments  for  the  proposed  45  days. 

The  problems  that  the  CRA  and  the  fair  lending  laws  address  are  not  limited  to 
federally-insured  banks.  Banks  are  competing  with  institutions  that  are  not  directly 
subject  to  the  same  rules.  In  effect,  federally-insured  banks  are  held  to  higher  credit 
access  standards  than  non-federally  regulated  lenders.  While  the  Federal  banking 
and  thrift  agencies  are  working  hard  to  enforce  fair  lending  laws  and  the  CRA, 
many  financial  intermediaries  are  not  supervised  by  the  Federal  regulatory  agencies 
and  thus  are  not  examined  for  compliance  with  these  laws. 

Conclusion 

Over  the  past  2  years  we  have  seen  significant  improvements  in  the  condition  of 
the  banking  industry.  Improvements  in  credit  quality,  higher  capital,  and  steady 
growth  have  helped  to  restore  the  banking  industry  to  health.  We  are  heartened  by 
these  improvements  but  we  have  not  reduced  our  resolve  to  continue  to  provide  the 
level  and  quality  of  supervision  that  is  necessary  to  ensure  the  safety  and  soundness 
of  the  banking  system.  To  ensure  the  long-term  stability  of  the  system,  we  must  re- 
spond to  the  changing  needs  of  our  banks  and  consumers,  and  at  the  same  time  ex- 
pand our  knowledge  and  improve  our  supervisory  techniques  so  that  we  can  respond 
fully  to  our  obligations  to  the  public  and  Congress. 
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PREPARED  STATEMENT  OF  ANDREW  C.  HOVE,  JR. 

Acting  Chairman,  Federal  Deposit  Insurance  Corporation,  Washington,  DC 

September  22,  1994 

Suminary 

The  banking  industry's  recovery  from  the  troubles  of  the  late  1980's  and  very 
early  1990's  has  been  most  impressive.  The  industry's  1993  net  income  of  $43.1  bil- 
lion was  an  all-time  high.  The  average  return  on  assets  for  the  year  was  1.20  per- 
cent, with  more  than  95  percent  of  all  commercial  banks  reporting  positive  earnings. 
Equity  capital  exceeds  8  percent  of  total  assets,  the  highest  level  in  over  30  years. 
This  positive  trend  is  continuing,  with  second  quarter  1994  results  showing  an 
annualized  average  return  on  assets  of  1.17  percent.  In  addition  to  lower  loan  loss 
provisioning,  improved  asset  quality,  increased  net  interest,  and  noninterest  income, 
the  improved  economy  has  been  an  underlying  factor  in  the  banking  industry's  posi- 
tive results.  However,  some  caution  is  necessary,  as  business  cycles  progress,  and 
the  mistakes  of  overlending  during  the  1980's  should  not  be  forgotten. 

Likewise,  the  thrift  industry  has  also  recovered,  with  almost  95  percent  of  the 
2,262  private-sector  FDIC-insured  thrifts  reporting  a  profit  of  $6.9  billion  in  1993, 
for  an  average  return  on  assets  of  0.70  percent.  Improvement  is  predominantly  at- 
tributable to  a  decline  in  loan  loss  provisioning.  Core  capital,  or  leverage,  ratio  is 
also  at  a  recent  high  at  7.48  percent  of  total  assets.  The  positive  trend  continues 
into  1994,  however.  Western  thrifts'  results  lag  those  of  other  regions. 

The  Bank  Insurance  Fund  (BIF)  increased  significantly  from  a  slightly  negative 
position  in  1992  to  over  $13  billion  at  year-end  1993,  or  about  0.70  {percent  of  in- 
sured deposits.  Assessment  revenues  exceeded  insurance  losses,  as  fewer  failures  oc- 
curred during  1993  than  in  previous  years.  Recovery  of  previously  set-aside  reserves 
also  boosted  the  fund,  as  the  estimated  number  of  failures  declined.  Legislative  re- 
forms have  also  helped  reduce  the  FDIC's  resolution  costs.  The  fund  balance  rose 
to  $17.5  billion,  or  0.93  percent  of  insured  deposits  at  June  30,  1994.  The  BIF 
should  reach  its  mandated  1.25  percent  of  insured  deposits  level  by  late  1995  or 
early  1996.  At  that  time  the  BEF  average  assessment  would  likely  be  lowered  to  less 
than  10  basis  points. 

Although  it  did  not  perform  as  well  as  the  BIF,  the  Savings  Association  Insurance 
Fund  (SAIF)  experienced  steady  improvement.  The  SAIF  balance  was  $1.16  billion 
or  0.17  percent  of  industry-insured  deposits  at  year-end  1993,  and  stood  at  $1.66 
billion  at  June  30,  1994,  or  0.24  percent  of  insured  deposits.  The  obligation  of  the 
SAIF  to  provide  approximately  $779  million  to  fund  Financing  Corporation  (FICO) 
bond  interest  payments  currently  represents  approximately  47  jjercent  of  SAIF  as- 
sessments, or  11  basis  points  of  the  assessment. 

A  significant  disparity  between  BIF  and  SAIF  premiums  is  likely  beginning  in 
1996,  which  could  lead  to  an  erosion  of  the  SAIF  assessment  base,  and  may  affect 
the  SAEF's  ability  to  fund  the  FICO  obligation.  These  uncertainties  make  it  difficult 
to  predict  when  the  SAIF  will  reach  the  1.25  percent  insured  deposit  ratio. 

A  number  of  important  reforms  have  been  initiated  by  Congress,  such  as  inter- 
state banking  legislation,  which  will  enable  institutions  to  disperse  risk,  decrease 
costs,  and  increase  earnings  and  capital.  Other  reforms  have  helped  reduce  the 
FDIC's  insurance  costs,  such  as  prompt  corrective  action  provisions  in  Section  38 
of  the  FDI  Act,  cost-test  provisions  of  FDICIA,  national  depositor  preference,  and 
expanded  powers  concerning  the  appointment  of  receivers  and  conservators. 

A  number  of  issues  currently  face  the  FDIC  and  the  industry.  The  need  to  fund 
the  FICO  obligation  will  still  result  in  higher  premiums  for  SAIF  members  for  the 
next  25  years.  There  are  several  alternatives  for  handhng  the  premium  difference, 
although  the  FDIC  has  not  taken  a  position  on  any  of  them.  One  is  to  permit  the 
difference  to  continue.  Another  is  to  merge  the  deposit  insurance  funds,  which  would 
result  in  a  decrease  of  the  FICO  burden  to  2.5  basis  points  and  a  combined  recapi- 
talization of  the  fund  in  1997.  Other  alternatives  include  using  leftover  RTC  funds 
when  RTC  sunsets,  or  Government  assumption  of  the  FICO  payments.  Finally,  some 
have  suggested  a  revisitation  of  the  appropriateness  of  a  mandated  1.25  percent  in- 
sured deposit  ratio,  however,  lowering  the  ratio  would  still  not  eliminate  the  dif- 
ferential attributable  to  the  FICO  payments. 

The  FDIC  continues  to  monitor  banks'  derivatives  activities  and  is  working  with 
other  regulatory  agencies  to  develop  appropriate  policies  for  bank  involvement  in 
this  activity.  Consumer  issues  are  also  a  focus  and  the  FDIC  is  consolidating  and 
streamlining  efforts  to  ensure  bank  compliance  with  consumer  regulations.  In  par- 
ticular, the  FDIC  has  been  focusing  on  fair  lending  and  has  implemented  several 
major  initiatives  in  this  area.  Finally,  the  return  of  FDIC  j)ersonnel  detailed  to  RTC 
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and  the  reduced  FDIC  workload  as  a  result  of  improved  conditions  in  the  banking 
industry  have  presented  a  challenge  as  the  agency  must  downsize. 

Introduction 

Thank  you,  Mr.  Chairman  and  Members  of  the  Committee,  for  the  opportunity  to 
testify  on  the  condition  of  the  depository  institutions  industry  and  the  deposit  insur- 
ance funds.  First,  Mr.  Chairman,  on  behalf  of  the  Federal  Deposit  Insurance  Cor- 
poration, I  would  like  to  thank  you,  as  your  Senate  career  nears  its  end,  for  your 
outstanding  leadership  of  the  Banking  Committee  during  the  recent  years  of  tur- 
moil. You  nave  contriouted  significantly  to  the  efforts  to  restore  the  health  of  the 
bank  and  thrift  industries.  The  Committee  as  a  whole  is  also  deserving  of  com- 
mendation for  its  support  and  guidance  in  turning  around  the  industries  and  the 
insurance  funds. 

It  has  been  almost  2  years  since  I  last  testified  on  the  condition  of  the  banking 
industiy  and  the  Bank  Insurance  Fund  (BIF).  A  lot  has  changed  during  those  2 
years.  BIF-insured  bank  failures  have  decreased  from  the  122  failures  in  1992  to 
only  12  failures  thus  far  in  1994.  The  FDIC's  problem  bank  list  has  declined  from 
856  at  year-end  1992  to  360  on  June  30,  1994.  The  Bank  Insurance  Fund  has  im- 
proved from  a  slightly  negative  balance  at  year-end  1992  to  a  positive  balance  of 
$17.5  billion  at  midyear  1994,  close  to  the  all-time  high  of  $18.3  billion  that  was 
reached  in  1987.  We  expect  our  third  quarter  financial  statement  to  reflect  that  the 
Fund  is  at  a  record  high  level.  In  short,  over  the  preceding  2  years,  the  banking 
industry  and  the  Bank  Insurance  Fund  have  come  back  strongly  from  what  ap- 
peared at  one  time  to  be  dire  circumstances. 

The  current  condition  of  the  banking  industry  will  be  the  first  topic  in  my  testi- 
mony today.  Mv  discussion  will  include  a  review  of  the  factors  involved  in  the  indus- 
try's recovery  from  the  difficulties  of  the  late  1980's  and  very  early  1990's.  The  state 
of  the  thrift  industry  will  be  the  next  matter  considered,  followed  by  the  condition 
of  the  deposit  insurance  funds — the  Bank  Insurance  Fund  and  the  Savings  Associa- 
tion Insurance  Fund.  I  also  will  review  recent  legislative  reforms  that  have  contrib- 
uted to  reductions  in  the  FDIC's  insurance  costs.  Finally,  I  will  discuss  several 
major  issues  facing  the  FDIC,  including  a  probable  differential  in  BIF  and  SAIF  pre- 
miums. 

Condition  of  the  Commercial  Banking  Industry 

The  banking  industry's  recovery  from  the  troubles  of  the  late  1980's  and  very 
early  1990's  has  been  most  impressive.  The  industry's  1993  net  income  of  $43.1  bil- 
lion was  an  all-time  high.  The  average  return  on  assets  (ROA)  for  the  year  was  1.20 
eercent,  marking  the  first  time  since  the  creation  of  the  FDIC  that  the  full-year 
OA  exceeded  1  percent.  Moreover,  the  improvement  was  nationwide — banks  in  all 
regions  and  in  all  size  groupings  reported  average  ROA's  of  more  than  1  percent. 
More  than  95  percent  of  all  commercial  banks  reported  positive  earnings  for  1993, 
the  highest  proportion  since  1980.  In  the  fourth  quarter  of  the  year,  equity  capital 
for  the  industry  rose  to  more  than  8  percent  of  total  assets,  the  highest  level  in  over 
30  years. 

Data  on  the  banking  industry's  performance  in  the  first  half  of  1994  indicate  that 
the  impressive  results  of  1993  are  continuing.  Attached  to  our  testimony  is  a  copv 
of  the  Quarterly  Banking  Proftle  for  the  second  quarter  of  1994  with  a  Graph  Book 
highlighting  the  industry's  performance  and  trends.  Annualized  ROA  for  the  6 
months  was  1.17  percent,  witn  over  96  percent  of  commercial  banks  being  profitable. 
'The  12-month  asset  growth  date  was  a  vigorous  9.05  percent,  with  the  largest  part 
of  that  being  attributable  to  loan  growth. 

The  improved  earnings  results  of  the  recent  past  can  be  traced  to  lower  loan-loss 
provisioning  reflective  of  improved  asset  quality,  increased  net  interest  income,  and 
nigher  noninterest  income.  F^or  example,  in  the  fourth  quarter  of  1993,  both 
noncurrent  loans  and  other  real  estate  owned  registered  the  largest  quarterly  de- 
clines ever,  falling  by  a  combined  $11.1  billion.  These  troubled  assets,  which  peaked 
at  3.19  percent  of  total  assets  at  the  end  of  the  second  quarter  of  1991,  were  down 
by  almost  one-half  to  1.61  percent  of  assets  by  year-end  1993  and  dropped  further 
to  1.27  percent  of  assets  at  midyear  1994.  These  are  the  lowest  levels  we  have  seen 
in  the  12  years  that  banks  have  reported  these  categories  of  troubled  assets. 

Underlying  the  improvement  in  the  banking  industry's  performance  has  been  a 
generally  growing  economy — buttressed  until  early  this  year  by  declining  interest 
rates — and  the  incentives  for  responsible  conduct  contained  in  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991,  which  I  will  expand  upon  later. 

Concerning  the  economic  environment,  the  Nation's  economy  has  recovered  since 
the  recession  of  1991.  Real  gross  domestic  product  rose  2.6  percent  in  1992,  3.0  j)er- 
cent  in  1993,  and  an  annualized  3.4  percent  in  the  first  quarter  of  1994.  The  im- 
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provement  is  reflected  in  the  labor  market  as  unemployment  remains  near  the  6.0 
percent  level,  down  from  a  high  of  7.7  percent  just  2  years  earlier.  This  growth  has 
been  accomplished  with  little  evidence  of  any  increase  in  inflation,  as  consumer 
prices  continue  to  rise  at  a  relatively  modest  annual  rate  of  2.5  percent.  The  bank- 
ing industry  has  both  contributed  to  and  benefited  from  this  growth. 

For  the  medium-term  future,  however,  any  perceived  linkage  between  the  banking 
industry  and  the  economy  should  be  a  cause  for  caution.  First,  interest  rates,  the 
decline  of  which  was  a  major  component  of  the  banking  industry's  recovery,  nave 
been  on  an  upward  course  since  early  this  year.  While  we  have  not  seen  an  erosion 
of  bank  profitability  as  a  result  of  recent  interest  rate  increases,  a  significant  inter- 
est rate  spike  could  result  in  difficulties.  Second,  we  must  take  into  account  the  ex- 
istence 01  the  business  cycle  and  thus  should  expect  to  experience  at  least  a  slow- 
down in  economic  activity  at  some  point.  The  banking  industry  and  its  regulators 
should  not  let  the  euphoria  of  the  current  good  times  cloud  the  lessons  of  the  past. 
The  fact  that  over-exuberant  lending  during  much  of  the  1980's  was  a  major  reason 
for  the  difficulties  we  have  just  surmounted  should  not  be  forgotten. 

Condition  of  the  Thrift  Industry 

The  improved  economic  environment  also  has  been  a  factor  in  the  recovery  of  the 
trillion-dollar  thrift  industry.  In  1993,  the  2,262  private-sector  FDIC-insured  savings 
institutions  earned  $6.9  billion,  for  an  average  return  on  assets  of  0.70  percent.  This 
was  the  third  consecutive  year  of  positive  earnings  for  savings  institutions  after  four 
straight  years  of  losses.  The  full-year  net  income  and  the  average  ROA  were  the 
highest  reported  in  10  years.  Almost  95  percent  of  savings  institutions  reported 
positive  earnings  for  1993,  and  nearly  70  percent  reported  earnings  gains  from  the 

f)revious  year.  The  largest  factor  contributing  to  the  increase  in  earnings  came  from 
ower  provisions  for  loan  losses,  which  declined  by  $871  million  in  1993. 

Earnings  strength  in  1993  was  not  evenly  distributed  across  the  industry,  with 
savings  institutions  in  the  Northeast  and  the  West  failing  to  match  the  returns  of 
the  rest  of  the  country.  Institutions  with  less  than  $1  billion  in  assets  reported  an 
average  ROA  in  excess  of  0.95  percent,  while  large  institutions  reported  an  average 
ROA  below  0.65  percent.  Of  the  10  largest  institutions,  four,  with  almost  10  percent 
of  industry  assets,  lost  money  in  1993.  For  the  first  6  months  of  this  year,  three 
of  the  four,  representing  less  than  5  percent  of  industry  assets,  remain  unprofitable. 
However,  these  losses  stem  from  efforts  to  clean  up  problem  real  estate  assets,  and 
the  institutions  have  been  successful  in  improving  the  health  of  their  balance 
sheets. 

The  core  capital,  or  leverage,  ratio  for  savings  institutions  reached  7.48  percent 
at  the  end  of  1993,  the  highest  level  since  savings  associations  began  reporting  this 
ratio  in  1990.  Savings  institutions  retained  over  two-thirds  of  1993  earnings  in  their 
capital  accounts.  Only  eight  savings  institutions  failed  in  all  of  1993,  compared  with 
81  failures  for  1992. 

For  the  first  half  of  1994,  the  thrift  industry's  annualized  ROA  was  0.63  percent. 
The  West  was  the  last  to  be  affected  by  the  real  estate  difficulties  of  the  1980's,  and 
consequently  lags  behind  other  areas  of  the  country.  The  annualized  ROA  for  the 
first  half  of  1994  for  Western  thrifts  was  only  0.19  percent,  and  23  percent  of  the 
region's  186  institutions  were  unprofitable.  A  more  comprehensive  analysis  of  recent 
performance  and  trends  for  the  entire  insured  savings  institution  industry  is  in- 
cluded in  the  attached  Quarterly  Banking  Profile. 

Condition  of  the  BIF  and  the  SAIF 

The  condition  of  the  deposit  insurance  funds  refiects  in  large  measure  the  condi- 
tion of  their  respective  industries.  The  Bank  Insurance  Fund  (BEF)  is  well  on  the 
way  to  recovery  irom  its  low  point  of  a  negative  $7  billion  in  1991.  The  Savings  As- 
sociation Insurance  Fund  (SAIF)  has  had  more  modest  growth  and,  as  described 
later,  there  is  uncertainty  regarding  its  future  condition. 

Bank  Insurance  Fund 

The  BIF  had  a  banner  year  in  1993,  continuing  a  turnaround  begun  in  1992.  The 
Fund  balance  increased  significantly,  from  a  slightly  negative  position  at  year-end 
1992  to  just  over  $13  billion  as  of  December  31,  1993.  At  this  level,  the  Fund  rep- 
resented about  0.70  percent  of  insured  deposits,  over  halfway  toward  the  congres- 
sionally-mandated  level  of  1.25  percent.  Not  only  did  the  Fund,  balance  substantially 
increase  during  1993,  but  the  FDIC  also  was  able  to  repay,  with  interest,  the  re- 
maining $10  billion  in  outstanding  working  capital  borrowings  from  the  Federal  Fi- 
nancing Bank.  These  borrowings  had  peaked  at  $15.2  billion  in  1992. 

Three  factors  contributed  to  the  BIF's  strong  financial  performance  during  1993. 
Most  important,  assessment  revenues  of  $5.8  oillion  substantially  exceeded  insur- 
ance losses  and  expenses.  The  number  of  bank  failures  was  much  lower  than  in  the 
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recent  past.  Only  41  banks,  with  total  assets  of  $3.5  billion  and  estimated  losses 
of  $0.6  billion,  failed  in  1993.  The  anticipated  costs  for  these  institutions  had  been 
reserved  for  in  prior  years,  and  consequently  no  additional  expense  was  necessary 
in  1993. 

Second,  the  FDIC  was  able  to  reduce  substantially  the  amount  of  reserves  pre- 
viously set  aside  for  the  estimated  cost  of  future  bank  failures.  As  the  banking  in- 
dustry improved  during  1993,  many  troubled  banks  were  able  to  merge  without 
FDIC  assistance,  to  recapitalize,  or  otherwise  to  work  out  their  problems.  These  in- 
stitutions rallied  to  the  point  that  their  near-term  failure  was  no  longer  a  reason- 
able expectation.  The  recovery  of  costs  taken  in  1990  and  1991  in  expectation  of  the 
failures  added  approximately  $7  billion  to  the  FDIC's  operating  results  in  1993. 

Finally,  reforms  enacted  in  FLRREA  and  FDICIA,  as  well  as  the  passage  of  a  na- 
tional depositor  preference  statute,  have  helped  to  reduce  the  FDIC's  resolution 
costs.  While  it  is  difficult  to  put  a  precise  dollar  figure  on  these  sa\ings,  I  will  dis- 
cuss the  impact  of  these  reforms  later  in  my  statement. 

Improvement  in  the  financial  condition  of  the  BIF  continued  into  1994.  For  the 
6  months,  ending  June  30,  1994,  the  BIF  had  net  income  of  $4.4  billion,  which  in- 
creased the  Fund  balance  to  $17.5  billion,  or  0.93  percent  of  insured  deposits.  The 
pattern  was  similar  to  that  of  1993;  a  steady  level  of  assessment  income,  fewer  fail- 
ures, and  continued,  though  smaller,  reductions  in  the  estimated  liability  for  the 
cost  of  future  failures.  There  was  a  significant  increase  in  the  BIF's  liquidity  during 
the  first  half  of  1994,  with  investible  funds  growing  to  $10  billion. 

If  progress  continues  at  the  recent  pace,  the  BIF  should  reach  its  mandated  level 
of  1.25  percent  of  insured  deposits  by  late  1995  or  early  1996,  with  a  Fund  balance 
of  about  $24  billion.  At  that  point,  the  FDIC  would  review  the  BIF  assessment  rate 
to  determine  what  level  of  assessment  would  be  appropriate  to  maintain  the  Fund 
at  roughly  the  recapitalized  level.  Although  it  is  too  soon  to  forecast  what  the  re- 
quired assessment  rates  would  be,  assuming  that  current  conditions  continue,  the 
average  assessment  rate  for  the  BIF  most  likely  would  be  less  than  10  basis  points.  ' 

Savings  Association  Insurance  Fund 

The  Savings  Association  Insurance  Fund  has  three  major  obligations:  To  fund  in- 
surance losses  associated  with  failures  of  SAIF  members  (after  the  RTC  no  longer 
has  this  responsibility),  to  recapitalize  the  insurance  fund  to  an  amount  equal  to 
1.25  percent  of  insured  deposits,  and  to  provide  approximately  $779  million  per  year 
of  Financing  Corporation  (FICO)  bond  interest  payments  through  the  year  2019. 
The  FICO  obligation  currently  represents  approximately  47  jjercent  of  SAIF  assess- 
ments. 

By  way  of  background,  the  Financing  Corporation  was  created  by  the  Competitive 
Equality  Banking  Act  of  1987  as  a  mixed  ownership  Government  corporation  that 
originally  functioned  as  a  financing  vehicle  for  the  FSLIC  through  the  issuance  of 
bonds  to  recapitalize  the  FSLIC.  Under  Section  21  of  the  Federal  Home  Loan  Bank 
Act,  the  FICO  has  an  ongoing  first  claim  on  SAIF  assessment  income  through  the 
year  2019  to  fund  the  interest  payments  on  bonds  issued  by  the  FICO.  Under 
present  law,  this  diversion  will  continue  until  the  FICO  bonds  mature  in  23  to  25 
years. 

Although  it  did  not  perform  as  well  as  the  BIF  in  1993,  the  SAIF  experienced 
steady  improvement.  The  SAIF  had  net  income  during  the  year  of  $877  million, 
raising  the  Fund  balance  to  $1.16  billion,  or  0.17  percent  of  the  industry's  insured 
deposits.  Since  the  RTC  continued  to  have  resolution  responsibility  for  most  thrifts 
in  1993,  the  SAIF's  net  income  essentially  represented  assessment  income  net  of 
modest  operating  expenses,  F'ICO  bond  interest  payments,  and  a  small  insurance 
loss  for  an  "Oakar"  institution.' 

For  the  first  half  of  1994,  the  SAIF  maintained  the  same  pace  of  improvement. 
The  RTC  continued  to  handle  most  thrift  failures,  and  the  SAIF  continued  to  receive 
thrift  industry  assessments,  net  of  the  FICO  payment.  Net  income  through  June  30 
was  approximately  $507  million,  which  increased  the  SAIF  balance  to  $1.66  billion, 
or  about  0.24  percent  of  insured  deposits. 

The  SAIF  is  clearly  not  recapitalizing  as  rapidly  as  the  BIF.  Even  with  negligible 
insurance  losses,  it  will  be  many  years  oefore  the  SAIF'  reaches  the  congressionally- 
mandated  level  of  1.25  percent  of  insured  deposits.  In  addition  to  the  diversion  of 


'Section  206  of  FIRREA  contained  a  provision  (the  so-called  "Oakar  Amendment")  that  was 
expanded  by  Section  501  of  FDICIA  which  allows,  under  certain  circumstances,  any  member  of 
one  deposit  insurance  fund  to  merge  with,  consolidate  with,  or  acquire  the  assets  and  liabilities 
of,  a  member  of  the  other  insurance  fund.  The  resulting  institution  is  a  hybrid,  with  some  of 
itfl  deposits  insured  by  the  BIF  and  some  by  the  SAIF. 
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assessment  revenues  caused  by  the  FICO  payment,  other  factors  may  adversely  af- 
fect the  SAIF's  growth. 

Beginning  in  the  first  half  of  1995,  the  RTC  will  transfer  responsibility  for  resolv- 
ing failed  thrifts  to  the  SAIF.  Although  the  thrift  industry  for  the  most  part  is  en- 
joying strong  performance,  there  are  significant  exceptions.  Should  one  or  more 
large  thrifts  fail  during  the  next  few  years,  the  SAIF's  financial  condition  could  be 
affected  significantly. 

In  addition,  beginning  sometime  in  1996,  with  the  expected  recapitalization  of  the 
BIF  and  the  consequent  reduction  in  BIF  assessment  rates,  there  most  likely  will 
be  a  significant  disparity  in  BIF  and  SAIF  assessment  rates.  This  disparity  could 
create  substantial  pressures  for  insured  institutions  to  minimize  the  deposits 
against  which  SAIF  premiums  are  levied.  This  can  be  accomplished  in  a  variety  of 
ways  despite  the  moratorium  on  SAIF-to-BIF  conversions.  The  resulting  erosion  of 
the  SAIF  assessment  base  could  ultimately  affect  the  industry's  ability  to  make  its 
mandated  FICO  contribution.  Moreover,  since  the  FICO  obligation  is  a  fixed 
amount,  any  reductions  in  the  SAIF  assessment  base  would  make  it  even  more  dif- 
ficult to  increase  the  ratio  of  the  fund  to  insured  deposits.  Given  the  current  assess- 
ment base,  FICO  interest  payments  add  11  basis  points  to  SAIF  premiums.  These 
factors  and  uncertainties  make  it  impossible  to  predict  with  any  confidence  when 
the  SAIF  will  reach  the  fund-to-insured  deposit  target  of  1.25  percent. 

Impact  of  Recent  Reforms 

Under  your  leadership,  Mr.  Chairman,  the  Committee  has  undertaken  a  number 
of  important  reforms  that  have  and  will  continue  to  benefit  the  banking  industry, 
the  regulators,  depositors,  and  taxpayers. 

One  such  measure  has  been  the  passage  of  the  much-awaited  interstate  banking 
legislation.  We  believe  that  this  legislation  will  enable  insured  depository  institu- 
tions to  further  diversify  their  loan  and  deposit  portfolios,  and  disperse  their  risk. 
Banking  organizations  may  also  realize  substantial  cost  savings  through  conversion 
of  subsidiary  operations  into  branches,  enhancing  earnings  and  capital.  As  institu- 
tions are  able  to  further  diversify  their  balance  sheets,  the  risk  of  regional-type  fail- 
ures should  diminish.  Consumers  and  depositors  will  likewise  benefit  from  inter- 
state banking,  through  increased  convenience  and  access  to  competitive  banking 
services. 

Other  very  important  reforms  which  helped  to  reduce  the  FDIC's  insurance  costs 
have  been  the  set  of  regulatory  and  supervisory  tools  which  Congress  provided  to 
the  regulators  in  FIRRLA,  FDICIA,  and  other  laws.  These  tools  snould  also  better 
enable  the  regulatory  agencies  to  cope  with  future  difficulties. 

One  of  the  principal  new  regulatory  tools  is  the  prompt  corrective  action  (PCA) 

Power  of  Section  38  of  the  Federal  Deposit  Insurance  Act.  The  stated  purpose  of 
CA  is  to  resolve  the  problems  of  insured  depository  institutions  at  the  least  pos- 
sible long-term  loss  to  the  deposit  insurance  funds.  This  section  requires  some  and 
permits  other  increasingly  rigorous  supervisory  actions  as  an  institution's  capital  de- 
teriorates. PCA  also  restricts  or  prohibits  certain  activities  and  requires  the  submis- 
sion of  a  capital  restoration  plan  when  an  institution  becomes  "undercapitalized." 
The  restrictions  and  prohibitions  become  more  rigorous  as  an  institution's  capital 
level  declines,  ultimately  ending  in  the  closing  of  any  institution  that  becomes  "criti- 
cally undercapitalized." 

Other  new  and  beneficial  sections  of  banking  law  prohibit  undercapitalized  insti- 
tutions from  accepting  brokered  deposits,  providing  "pass-through"  deposit  insur- 
ance coverage  for  certain  retirement  fund  accounts,  and  restrict  advances  to  such 
institutions  from  the  Federal  Reserve's  discount  window. 

In  addition  to  PCA,  the  cost-test  provisions  of  FDICIA,  the  national  depositor 
preference  provisions  enacted  in  1993,  and  expanded  powers  concerning  the  apjpoint- 
ment  of  conservators  and  receivers,  have  positively  impacted  the  insurance  lunds. 
The  cost-test  provisions  require  the  FDIC  to  use  the  least  costly  method  of  resolving 
troubled  institutions.  National  depositor  preference  provides  depositors  and  the  in- 
surance funds  a  greater  proportion  of  the  recoveries  from  failed  institutions.  Ex- 
panded appointment  powers,  particularly  the  FDIC's  new  authority  to  appoint  itself 
as  conservator  or  receiver  in  certain  situations,  have  greatly  improved  the  ability 
of  the  FDIC  and  the  other  three  Federal  regulators  to  close  failing  institutions  on 
a  timely  basis. 

Issues  Facing  the  FDIC  and  the  Industry 

A  number  of  other  issues  currently  facing  the  FDIC  and  the  industry  include  the 
probable  disparity  in  BEF  and  SAIF  premiums  and  its  impact  upon  the  SAIF  recapi- 
talization, derivatives,  consumer  issues,  and  downsizing  of  agency  personnel. 
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BEF  AND  SAIF  Premiums 

As  discussed  earlier,  the  BIF  is  expected  to  reach  the  mandated  fund-to-deposit 
ratio  of  1.25  percent  fairly  quickly  and  long  before  the  SAIF,  thus  enabling  BIF  as- 
sessment rates  to  be  reduced  well  before  SAIF  assessment  rates.  Even  if  the  SAIF 
were  recapitalized  at  the  same  time  as  the  BIF,  the  need  to  fund  the  FICO  obliga- 
tion would  still  require  SAIF  members  to  pay  substantially  higher  premiums  than 
BIF  members  for  the  next  25  years.  This  probable  disparity  in  BIF  and  SAIF  pre- 
miums has  aroused  considerable  concern  and  comment.  There  are  several  alter- 
natives for  handling  the  premium  difTerence.  Each  alternative  has  committed  sup- 
porters and  equally  committed  opponents.  The  FDIC  has  not  taken  a  position  on 
any  of  these  alternatives. 

One  alternative  is  simply  to  "wait  and  see" — to  let  the  difference  exist  until  the 
SAEF  is  fully  funded.  The  SAIF  Industry  Advisory  Committee,  the  FIRREA-created 
private-sector  advisory  committee,  contends  that  this  would  lead  to  a  "death  spiral" 
for  the  thrift  industry.  Other  interested  parties,  including  the  American  Bankers  As- 
sociation, dispute  the  likelihood  of  such  a  scenario. 

Another  alternative  is  to  merge  the  deposit  insurance  funds.  If  the  two  funds  were 
merged,  the  percentage  of  the  FICO  burden  on  assessments  drops  from  11  basis 
points  to  2.5  basis  points  and  the  combined  fund  would  be  recapitalized  at  the  end 
of  1997.  A  variation  of  this  alternative  is  to  require  BIF  members  to  help  pay  for 
the  FICO  obligation.  Approximately  18  months  of  assessments  on  BEF  members  at 
the  current  average  of  23.5  basis  points  would  yield  approximately  $9  billion.  If  set 
aside,  the  $9  billion  plus  investment  income  could  defease  the  FICO  obligation. 
These  alternatives  are  vehemently  opposed  by  many  in  the  banking  industry  who 
question  the  fairness  and  equity  of  having  to  assume  partial  responsibility  lor  the 
S&L  industry's  difficulties. 

Other  alternatives  cover  a  variety  of  ways  to  accelerate  the  funding  of  the  SAIF, 
including  the  use  of  any  leftover  RTC  funds  when  the  RTC  goes  out  of  existence, 
or  Government  assumption  of  responsibility  for  meeting  the  FICO  payments.  Pro- 
ponents argue  that  in  1989,  FIRREA  authorized  the  Treasury,  under  certain  condi- 
tions, to  provide  appropriated  funds  to  the  SAEF.  These  funds  could  have  been  used 
to  meet  the  obligations  of  the  SAIF  through  the  year  2000.  Thus,  while  Congress 
envisioned  a  healthy,  growing  thrift  industry,  FIRREA  was  crafted  so  that  a  back- 
stop would  be  available  in  the  event  that  unfavorable  industry  conditions  persisted. 
The  RTC  Completion  Act  eliminated  the  Treasury's  ability  to  contribute  toward  the 
recapitalization  of  the  SAIF. 

Finally,  in  view  of  the  elements  of  FDICIA  and  other  laws  that  reduce  the  poten- 
tial costs  of  bank  failures,  some  have  suggested  that  it  might  be  time  to  revisit  the 
appropriateness  of  the  1.25  percent  insured  deposit  ratio  benchmark.  While  FIRREA 
mandated  a  1.25  percent  ratio,  this  level  was  an  informal  benchmark  or  target  for 
many  years  prior  to  1989.  It  should  be  noted,  however,  that  reducing  the  1.25  per- 
cent target  reserve  ratio  for  the  SAEF  would  not  eliminate  the  premium  differential. 
The  FICO  obligation  continues  to  divert  at  least  11  basis  points  of  a  thrift's  pre- 
mium. 

Derivatives 

Another  topic  of  intense  interest  to  the  bank  regulatory  agencies,  and  which  the 
FDIC  is  monitoring  closely,  is  financial  derivatives.  As  I  described  in  congressional 
testimony  in  July,  for  most  institutions  and  in  most  cases,  the  use  of  financial  de- 
rivatives is  a  natural  outgrowth  of  the  normal  activities  of  a  financial  intermediary, 
giving  the  intermediary  more  tools  with  which  to  manage  financial  risks. 

Moreover,  financial  derivatives  are  not  new.  Antecedents  to  present-day  instru- 
ments reach  far  back  in  history.  What  is  new  is  the  unprecedented  growth  in  deriva- 
tives and  the  computing  power  that  enables  practitioners  to  investigate  and  experi- 
ment with  ever-more-complex  financial  relationships.  The  P^DIC  is  actively  partici- 
pating with  the  other  banking  agencies  and  international  groups  in  ongoing  efforts 
to  stay  abreast  of  this  evolving  market  and  to  develop  and  maintain  appropriate 
policies  for  bank  participation. 

Consumer  Issues 

The  FDIC  recently  announced  the  creation  of  a  new  Division  of  Compliance  and 
Consumer  Affairs  (DCA)  that  combines  functions  previously  handled  by  tne  Division 
of  Supervision  and  the  Office  of  Consumer  Affairs.  The  new  Division  will  have  a 
staff  of  about  500  and  will  allow  the  FDIC  to  be  more  responsive  to  consumers  and 
bankers  and  allow  the  Corporation  to  broaden  its  outreacn  initiatives.  We  also  will 
streamline  and  consolidate  the  FDIC's  efforts  to  ensure  bank  compliance  with 
consumer,  civil  rights,  and  fair  housing  laws.  In  addition,  as  you  know,  we  are  work- 
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ing  with  the  other  financial  institution  regulators  on  a  comprehensive  reform  of  the 
Community  Reinvestment  Act  regulations. 

Thanks  to  your  excellent  leadership,  Mr.  Chairman,  fair  lending  issues  have  re- 
ceived considerable  attention  in  Congress  and  the  regulatory  agencies,  and  the 
FDIC  has  implemented  several  major  initiatives  in  this  area  over  the  past  year.  For 
example,  the  FDIC  has  encouraged  institutions  to  evaluate  their  own  lending  pat- 
terns for  indications  of  potential  problems.  To  that  end,  in  July  we  issued  close  to 
30,000  copies  of  a  guide  for  industry  self-testing  and  procedures  for  conducting  ex- 
aminations of  loan  files.  The  guide,  entitled  "Side  by  Side,"  has  been  provided  to 
examiners,  financial  institutions,  and  trade  associations. 

Downsizing 

The  return  of  the  many  FDIC  personnel  detailed  to  the  RTC,  the  reduced  FDIC 
workload  arising  from  improved  conditions  in  the  banking  industry,  and  the  general 
desire  to  streamline  Government  operations  are  all  combining  to  produce  a  need  for 
a  considerable  downsizing  at  the  FDIC.  We  are  working  closely  with  the  National 
Treasury  Employees  Union  to  implement  this  downsizing  as  efficiently  and  fairly  as 
possible.  Moreover,  the  downsizing  must  be  accomplished  in  a  way  that  does  not 
compromise  the  important  responsibilities  of  the  FDIC  with  respect  to  the  stability 
of  the  Nation's  banking  system.  The  need  to  downsize  while  continuing  to  carry  out 
our  regulatory  and  supervisory  missions  will  make  the  next  few  years  at  the  FDIC 
challenging,  to  say  the  least. 

Conclusion 

The  banking  industry  and  the  Bank  Insurance  Fund  have  largely  rebounded  from 
the  difficulties  of  the  late  1980's  and  early  1990's.  The  surviving  portion  of  the  thrift 
industry  also  appears  to  be  reasonably  healthy.  These  industries  and  their  regu- 
lators now  must  be  on  guard  against  a  return  to  the  attitudes  and  practices  that 
led  to  the  recent  nightmare. 

A  major  challenge  for  the  FDIC  is  to  provide  adequate  safeguards  while  also  ac- 
commodating a  dynamic  and  innovative  financial  system.  As  insurer,  the  FDIC  re- 
lies to  a  great  extent  on  the  efforts  of  other  regulators  to  meet  this  challenge.  EfTec- 
tive  channels  of  communication  among  regulators  will  be  crucial  as  the  industry 
consolidates  and  risks  become  more  complex.  Also,  as  the  primary  Federal  regulator 
of  State  nonmember  banks,  we  must  work  with  the  industry  to  meet  the  banking 
needs  of  their  communities.  By  meeting  these  challenges,  the  FDIC  can  help  banks 
continue  to  fuel  economic  growth  while  maintaining  a  safe  and  sound  banking  sys- 
tem. 


PREPARED  STATEMENT  OF  JONATHAN  L.  FIECHTER 

Acting  Director,  Office  of  Thrift  Supervision,  Washington,  DC 

September  22,  1994 

I.  Introduction 

Good  morning,  Mr.  Chairman  and  Members  of  the  Committee.  I  thank  you  for  the 
opportunity  to  appear  here  this  morning. 

August  9th  marked  the  5-year  anniversary  of  the  enactment  of  the  Financial  In- 
stitutions Reform,  Recovery  and  Enforcement  Act  of  1989  (FIRREA),^  the  most  sig- 
nificant piece  of  legislation  affecting  the  thrift  industry  since  the  creation  of  the 
Federal  Deposit  Insurance  System  in  1933.  It  is,  therefore,  especially  appropriate 
to  take  stock  of  the  successes  we  have  achieved  under  that  law. 

At  the  same  time,  I  would  like  to  discuss  the  most  critical  issues  that  now 
confront  the  thrift  industry,  that  is,  the  condition  of  its  insurance  fund  and  the  cost 
of  its  deposit  insurance.  The  Savings  Association  Insurance  Fund  (SAIF),  which  was 
created  5  years  ago  following  the  collapse  of  the  Federal  Savings  and  Loan  Insur- 
ance Corjxjration  (FSLIC),  is  one-fourth  of  the  way  toward  meeting  its  statutorily- 
required  reserve  level  of  1.25  percent  of  deposits.  The  Bank  Insurance  Fund  (BIF), 
by  contrast,  is  much  closer  to  reaching  the  1.25  percent  level.  As  a  result,  savings 
institutions  may,  in  the  future,  pay  insurance  premiums  that  are  more  than  three 
times  higher  than  their  commercial  bank  competitors. 

Finally,  I  believe  it  would  be  useful  to  describe  issues  relating  to  the  viability  of 
the  savings  association  charter  and  the  long-term  prospects  for  its  regulator. 


iPub.  L.  No.  101-73,  103  Stat.  183  (1989). 
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Before  turning  to  the  challenges  that  we  must  face  in  the  future,  however,  I  would 
like  to  review  our  accomplishments  under  FIRREA. 

n.  The  Historical  Perspective 

Mr.  Chairman,  as  you  well  recall,  in  1989  the  thrift,  industry  and  the  Federal  Gov- 
ernment faced  what  some  have  called  this  country's  worst  financial  crisis  since  the 
Great  Depression.  In  1988 — shortly  before  FIRREA  was  enacted — there  were  some 
2,969  thrift,  institutions  holding  $1.4  trillion  in  assets.^  While  many  individual  insti- 
tutions were  in  good  financial  condition,  the  magnitude  of  the  problem  caused  by 
the  unhealthy  portion  of  the  industry  was  virtually  unprecedented.  In  1989,  the  in- 
dustry operated  at  a  net  loss  of  $13.3  billion.  The  industry's  return  on  assets  (ROA) 
was  a  negative  96  basis  points.  The  industry,  as  a  whole,  held  less  than  2  percent 
tangible  equity  capital.^ 

Tne  causes  of  this  crisis  have  been  discussed  in  the  public  forum  at  length.'*  Most 
agree  that  contributing  factors  included  the  record-high  interest  rates  of  the  late 
1970*8  and  early  1980's,  the  deregulation  of  interest  rates  on  deposits,  the  relaxation 
of  capital  standards,  expanded  investment  powers,  and  inadequate  supervision  and 
regumtion  at  the  Federal  and  State  levels. 

It  was  in  this  context  that  the  reform  legislation  of  1989  was  taken  up — first  by 
this  Committee  under  your  leadership,  Mr.  Chairman,  and  then  by  the  House  Com- 
mittee on  Banking,  Finance  and  Urban  AfTairs. 

The  law  that  resulted  represented  a  thorough  overhaul  of  thrifts'  powers  and  the 
way  the  thrifts  were  regulated.  New  limits  were  placed  on  the  exercise  of  nontradi- 
tional  investment  powers  by  State -chartered  thrifts.  Bank-like  regulatory  standards 
were  established  for  thrifts  in  certain  key  areas  such  as  lending  limits  and  affiliate 
transactions.  The  Federal  Home  I^oan  Bank  Board  (FHLBB  or  Bank  Board)  and  the 
FSLIC  were  abolished  and  their  functions  distributed  to  successor  agencies.  The  Of- 
fice of  Thrift  Supervision  (OTS)  was  created  to  serve  as  the  industry's  primary  Fed- 
eral safety  and  soundness  regulator.  Finally,  the  new  enforcement  authorities  given 
to  the  OTS  (as  well  as  to  the  other  Federal  banking  agencies)  enhanced  its  ability 
to  take  action  against  those  who  contributed  to  the  thrift  crisis  by  means  of  fraud, 
insider  abuse,  or  other  activity  that  had  jeopardized  or  destroyed  the  safety  and 
soundness  of  their  institutions. 

Two  features  of  the  FIRREA  legislation  deserve  special  mention  because  they 
helped  set  the  stage  for  the  financial  recovery  that  the  thrift  industry  has  achieved 
in  the  1990's.  First,  FIRREA  mandated  specific  minimum  capital  requirements  for 
the  industry.  Today,  in  part  as  a  result  of  the  insistence  on  adequate  capital  that 
was  written  into  the  statute  and  reinforced  by  the  enactment  of  prompt  corrective 
action  provisions  2  years  later,  the  thrift  industry  that  OTS  regulates  is  healthy 
and,  in  the  main,  well  capitalized. 

Second,  FIRREA  established  a  separate  process  for  the  disposition  of  nonviable 
savings  associations,  by  which  OTS  identifies  nonviable  associations  and  transfers 
them  to  the  Resolution  Trust  Corporation  (RTC)  for  disposition.  From  the  time  this 
process  was  established  through  the  end  of  1993,  the  OTS  transferred  745  institu- 
tions to  the  RTC.  Thanks  to  the  success  that  the  staffs  of  the  two  agencies  have 
achieved  in  their  efforts  to  coordinate  the  transfers  of  nonviable  institutions,  the 
process  has  worked  quite  smoothly.  The  final  funding  for  the  cleanup  of  the  industry 
was  provided  by  Congress  last  December.  Today,  that  cleanup  is  virtually  complete. 

These  two  results  illustrate  why  FIRREA  is,  in  large  measure,  a  success. 

m.  The  Thrift  Industry  Today 

A.  Savings  Associations  Have  Recovered  From  the  Crises  of  the  1980's 

The  industry  that  OTS  regulates  is  very  different  today  than  at  the  time  FIRREA 
was  enacted.  The  overall  financial  condition  and  performance  of  thrifts  have  im- 


*JuBt  10  years  earlier,  in  1978,  the  industry  comprised  4,048  institutions  holding  only  $497 
billion  in  assets.  See  "Condition  of  the  OTS-Regulated  Private  Sector  Thria  Industry,"  page  3 
(OTS,  September  1994).  This  package  of  financial  data  is  provided  as  an  Appendix  to  this  State- 
ment. 

'Today,  any  insured  depository  institution  with  less  than  2  percent  tangible  equity  is  consid- 
ered "critically  undercapitalized"  under  the  prompt  corrective  action  standards  enacted  as  part 
of  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  (FDICIA).  12  U.S.C. 
§1831o(cX3). 

*  Books  and  articles  discussing  the  causes  of  the  thrift  crises  of  the  1980's  are  too  numerous 
to  cite.  In  the  Comprehensive  Crime  Control  Act  of  1990,  however,  Congress  esUblished  the  Na- 
tional Commission  on  Financial  Institution  Reform,  Recovery  and  Enforcement  and  directed  it 
to  examine  the  causes  of  the  problems  in  the  thrift  industry  that  led  ultimately  to  the  enactment 
of  FIRREA.  The  results  of  that  Commission's  work  appear  in  a  report  to  the  FVesident  and  Con- 
gress entitled  "Origins  and  Causes  of  the  S&L  Debacle:  A  Blueprint  for  Reform"  (July  1993). 
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proved  dramatically  over  the  last  5  years.  The  measures  of  this  improvement  in- 
clude increased  income  and  profitability,  substantially  higher  levels  of  capital,  and 
better  asset  quality. 

In  1993,  OTS-regulated  thrifts  re^rted  net  income  of  $4.9  biUion;  the  industry's 
average  ROA  was  63  basis  points.  The  industry  held  7.1  percent  leverage  capital 
and  14.6  percent  risk-based  capital.'  Moreover,  by  the  end  of  1993,  thrifts  haa  ab- 
sorbed most  of  the  "phase-outs  from  capital  that  FIRREA  had  required.®  Troubled 
assets  have  declined  from  a  post-FIRREA  high  of  $39  billion,  or  4  percent  of  indus- 
try assets,  in  March  of  1990  to  $14  billion,  or  1.8  percent  of  industry  assets  by  June 
of  1994,  a  trend  that  is  evident  across  all  re^ons  of  the  country. 

The  industi^s  recovery  is  also  reflected  in  the  sharp  decline  both  in  RTC  cases 
and  in  problem  institutions  since  FIRREA  was  enacted.  In  1989,  the  OTS  trans- 
ferred 320  institutions  with  assets  totaling  $134.7  billion  to  the  RTC.  That  number 
has  declined  steadily  so  that,  in  1993,  we  transferred  only  7  institutions  with  $6 
billion  in  assets.'  During  that  5-year  period,  the  percentage  of  industry  assets  held 
by  institutions  transferred  to  the  RTC  declined  from  9.7  percent  to  just  0.7  percent. 

Similarly,  the  number  of  problem  institutions — those  rated  in  one  of  the  two  low- 
est categories  on  the  financial  institutions'  CAMEL  rating  scale — has  declined  sig- 
nificants. At  the  end  of  1990,®  the  OTS  had  identified  450  such  institutions  holding 
$243  billion  in  assets.  At  the  end  of  1993,  there  were  101  problem  institutions  with 
$77  billion  in  assets.® 

Finally,  there  has  even  been  improvement  in  the  financial  condition  of  problem 
institutions.  As  of  the  end  of  June  1994,  half  of  the  institutions  rated  4  or  5  on  the 
CAMEL  scale  were  profitable.  The  median  tangible  equity  capital  ratio  for  those 
problem  institutions  was  5.18  percent,  compared  with  0.21  percent  in  June  of  1989. 

These  figures  provide  concrete  evidence  that  the  thrift  industry  has  returned  to 
financial  health. 

B.  Savings  Associations  Have  Benefited  From 
Better,  More  Effective  Supervision 

The  thrift  industry's  recent,  relative  prosperity  is  due  to  a  variety  of  factors,  in- 
cluding hard  work  by  the  industry  and  the  generally  favorable  interest  rate  climate 
of  the  last  several  years.  We  believe  that  the  industry  has  also  benefited  from  the 
more  effective  system  of  supervision  that  OTS  has  established  since  its  inception. 

The  OTS  is  particularly  proud  of  its  system  for  monitoring  savings  associations' 
interest  rate  risk.  As  became  evident  in  the  late  1970's  and  early  1980's,  thrift  insti- 
tutions are  particularly  vulnerable  to  interest  rate  risk.  Because  thrifts  have  a  stat- 
utory mission  to  finance  home  purchases,  they  tend  to  have  more  interest  rate  risk 
exposure  than  other  federally-insured  financial  institutions.  Their  interest  rate  risk 
exposure  results  from  making  long-term,  fixed-rate  mortgages  that  are  funded  by 
ofitering  shorter-term  or  demand  deposit  accounts.  For  some  time,  we  at  OTS  have 
been  concerned,  as  1  know  that  you  have,  Mr.  Chairman,  to  ensure  that  savings  as- 
sociations' interest  rate  risk  exposure  is  monitored  appropriately  and  managed  effec- 
tively. 

Since  1991,  OTS  has  had  an  interest  rate  risk  model  that  uses,  as  input,  detailed 
information  that  we  collect  from  the  institutions  we  supervise. ^°  The  model  employs 


"Under  the  prompt  corrective  action  standards,  a  savings  association  is  considered  well  cap- 
italized if  it  has  a  leverage  capital  ratio  of  5  percent  or  greater,  a  Tier  1  risk -based  capital  ratio 
of  6  percent  or  greater,  and  a  risk-based  capital  ratio  of  10  percent  or  greater.  See  12  CFR 
§  565.4  (1994)  (OTS  prompt  corrective  action  regulations). 

*In  addition  to  setting  minimum  risk -based,  core,  and  tangible  capital  ratios  for  savings  asso- 
ciations, FIRREA  required  that  certain  items  previously  included  in  the  coniputation  of  thrifts' 
capital  be  phased  out  over  time.  For  example,  so-called  supervisory  goodwill  was  phased  out 
over  a  5-year  period  that  will  end  as  of  December  31,  1994.  In  addition,  thrifts'  investments  in 
subsidiaries  that  conduct  activities  that  are  not  penmissible  for  national  banks  were  generally 
to  be  phased  out  of  capital  by  June  30,  1994.  The  Director  of  OTS  was  subsequently  given  au- 
thority to  extend  that  period  until  June  30,  1996,  in  certain  limited  circumstances.  The  statutory 
capital  provisions  applicable  to  savings  associations  appear  at  section  5(t)  of  the  Homeowners' 
Loan  Act  (HOLA),  12  U.S.C.  §  1464(t). 

'The  1992  numbers  also  show  that  RTC  transfers  declined  sharply  compared  with  1989.  In 
1992,  59  institutions  holding  $44.2  billion  in  assets  were  sent  to  the  RTC. 

*In  1990  the  OTS  initiated  a  system  of  identifying  and  grouping  problem  institutions  as  part 
of  its  planning  for  the  transfer  of  institutions  to  the  RTC.  Thus,  these  data  are  not  available 
for  earlier  periods. 

*The  number  of  problem  institutions  continues  to  decline.  OTS's  most  recent  data — data  for 
the  second  quarter  of  1994 — show  73  problem  institutions  with  $60  billion  in  assets. 

^°OTS  collects  this  information  on  a  schedule,  called  Schedule  CMR,  filed  as  part  of  the  Thrift 
Financial  Report  (TFR).  To  reduce  the  regulatory  burden  on  institutions  that  is  necessarily  asso- 

Continued 
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scenario  analysis,  also  called  "stress  testing,"  to  estimate  how  changes  in  interest 
rates  afTect  the  financial  condition  of  individual  thrills.  Each  quarter,  the  model  is 
used  to  generate  customized  Interest  Rate  Risk  Exposure  Reports  that  include 
OTS's  estimates  of  the  interest  rate  sensitivity  of  the  institution's  assets,  liabilities, 
and  off-balance  sheet  contracts  under  nine  different  interest  rate  scenarios.  These 
repwrts  are  forwarded  to  savings  associations  to  use  as  management  tools  and  are 
provided  to  OTS  examination  and  supervisory  staff  to  use  in  analyzing  the  exposure 
of  individual  institutions.  In  addition,  last  year  OTS  amended  its  risk-based  capital 
rules  to  take  account  of  interest  rate  risk.  Under  the  new  rule,  the  results  of  the 
OTS  interest  rate  risk  model  will  be  used  to  tie  an  institution's  interest  rate  risk 
exposure  to  its  regulatoiy  capital  requirements  and,  where  appropriate,  to  require 
institutions  to  hold  additional  capital. 

This  system  also  plays  a  central  role  in  our  oversight  of  savings  associations'  de- 
rivatives activity.  Financial  derivatives — swaps,  options,  and  futures — are  used  by 
thrifts  as  interest  rate  risk  management  devices.  Our  reporting  system  allows  insti- 
tutions to  report  detailed  information  on  nearly  300  dilTerent  types  of  derivatives 
instruments.  Our  model  thus  takes  derivatives  into  account  in  measuring  overall  in- 
terest rate  risk  exposure  and  enables  us  to  evaluate  whether  an  institution  is  using 
derivatives  prudently  and  effectively  managing  its  risk. 

The  thrift  industry  has  also  benefited  from  OTS's  vigorous  use  of  the  enhanced 
enforcement  authority  enacted  in  FIRREA.  FIRREA  gave  the  financial  institutions' 
regulators  increased  authority  to  pursue  administrative  actions  against  individuals 
and  entities  based  on  charges  of  unsafe  and  unsound  practices,  breaches  of  fiduciary 
duty,  and  regulatory  violations  that  resulted  in  substantial  losses  to  savings  associa- 
tions and  the  depository  insurance  funds  and  substantial  unjust  enrichment  to  the 
wrongdoers. 

OTS  has  been  successful  in  obtaining  enforcement  results  as  part  of  its  super- 
visory efforts.  As  examples,  since  1991,  OTS  has  obtained  removal  and  prohibition 
orders  against  more  than  300  individuals,  thereby  preventing  their  future  employ- 
ment by  or  participation  in  the  affairs  of  insured  depository  institutions  or  their  af- 
filiates. During  the  same  period,  OTS  also  assessea  more  than  $7  million  in  civil 
money  penalties  and  recovered  more  than  $1  billion  in  restitution  payments,  much 
of  it  in  cases  handled  jointly  with  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
and  the  RTC.  These  recoveries  have  come  from  directors  and  officers  who  acted  in 
reckless  disregard  of  applicable  laws  and  regulations  in  directing  the  affairs  of  thrift 
institutions,  and  from  professional  service  providers,  including  law  firms  and  ac- 
counting firms,  who  assisted  such  insiders  in  their  wrongful  activities.  The  monies 
recovered  have  benefited  both  open  savings  associations  and,  in  the  case  of  closed 
institutions,  the  insurance  fund. 

Our  enforcement  efforts  have  greatly  contributed  to  the  renewed  health  of  the 
thrift  industry  through  the  weeding-out  of  undesirable  individuals  and  the  recover- 
ies of  substantial  restitution  and  civil  penalties. 

C.  Savings  Associations  are  Important  Providers 
OF  Housing  Credit  to  Their  Communities 

The  precarious  condition  of  the  thrift  industry — and,  in  the  early  1990's,  the  credit 
quality  problems  that  some  commercial  banks  were  experiencing — has  meant  that, 
in  recent  years,  public  policy  discussion  and  legislative  action  in  Congress  have  fo- 
cused almost  exclusively  on  safety  and  soundness  concerns.  Last  year,  however,  the 
focus  of  public  discussion  broadened  when  the  Federal  banking  agencies  jointly  pro- 

gosed  a  comprehensive  reform  of  their  regulations  implementing  the  Community 
einvestment  Act  (CRA).  I  am  confident  that  savings  associations  can  meet  the 
challenge  presented  by  this  renewed  emphasis  on  community  lending  because  their 
record  indicates  that  they  already  have  a  solid  foundation  on  which  to  build. 

Although  the  market  for  housing  credit  has  changed  significantly  over  the  last 
several  decades,  savings  associations  are  still  a  vital  part  of  that  market.  As  of  year- 
end  1993,  they  held  $527  billion  in  1-4  family  residential  mortgage  loans,  mortgage- 
backed  securities,  and  multifamily  residential  mortgage  loans.  Savings  associations 
hold  about  18  percent  of  all  1—4  family  residential  mortgage  loans  and  mortgage- 
backed  securities  currently  outstanding. 


dated  with  the  compiling  of  the  data  called  for  on  the  Schedule  CMR,  OTS  has  made  filing  of 
the  Schedule  voluntary  for  small  savings  associations — those  with  assets  of  less  than  $300  mil- 
lion— that  have  risk-based  capital  ratios  above  12  fxjrcent.  Nonetheless,  the  manorily  of  these 
"exempt"  thrills  have  voluntarily  chosen  to  file  the  Schedule  with  their  quarterly  TFR. 

The  interest  rate  risk  model  referred  to  in  the  text  is  described  in  greater  detail  in  material 
that  accompanies  OTS's  interest  rate  risk  rule  and  that  is  published  at  58  Fed.  Reg.  45,799 
(Aug.  31,  1993). 
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In  certain  key  markets,  savings  associations  are  leaders  in  meeting  the  housing 
finance  needs  of  minorities  and  low-income  persons  and  make  such  loans  at  a  higher 
rate  than  other  depository  institutions  (when  measured  as  a  percentage  of  assets). 
For  example,  KPMG  Peat  Marwick  recently  completed  a  study  of  the  California 
market  based  on  1992  Home  Mortgage  Disclosure  Act  (HMDA)  data.^*  The  Peat 
Marwick  study  indicates  that  90  percent  of  all  multifamily  mortgage  loans  were  pro- 
vided by  savings  associations.  Equally  impressive,  savings  associations  were  the  pri- 
mary lenders  in  low-  and  moderate-income  neignborhoods  with  45  percent  of  tnat 
mancet,  which  significantly  exceeded  their  overall  lending  market  share  of  35.5  per- 
cent. News  reports  earlier  this  year  also  indicated  that  seven  of  the  12  largest  lend- 
ers to  minority  and  low-income  areas  in  California  are  savings  associations,  and  sav- 
ings associations  there  have  much  lower  denial  rates  for  African-Americans  and  His- 
panics  than  any  other  type  of  lender. ^^ 

Savings  associations  are  leaders  in  originating  and  holding  adjustable  rate  mort- 
gage loans  (ARM's).  Many  mortgage  bankers  and  commercial  banks  are  less  likely 
to  originate  ARM's  because  they  are  more  difficult  to  sell  in  the  secondary  market. 
Nevertheless,  ARM's  are  important  because  they  often  make  housing  affordable  for 
first-time  buyers,  especially  when  long-term  interest  rates  are  high. 

Savings  associations  are  also  industry  leaders  in  originating  and  holding  non- 
conformmg  mortgage  loans,  that  is,  loans  that  have  transaction-specific  terms  that 
do  not  conform  to  the  standard  specifications  of  the  secondary  mortgage  market.^^ 
Almost  half  of  all  mortgage  loans  held  by  savings  associations  are  nonconforming. 
Many  mortgage  bankers  and  commercial  banks  have  little  interest  in  making  non- 
conforming loans,  again,  because  they  are  not  easily  sold  into  the  secondary  market. 

Despite  these  important  contributions  to  the  availability  of  housing  cre<fit  and  its 
renewed  financial  health,  however,  the  industry  that  FIRKEA  revived  faces  substan- 
tial hurdles  if  it  is  to  remain  viable. 

D.  Today's  Thrift  Industry  Comprises  In^itutions  That  Differ  in  Charter 
Type,  Regulation  at  the  Federal  Level,  and  Insurance  Coverage 

The  terms  "thrift"  and  "thrift  industry"  are  often  used  as  convenient  shorthand 
to  refer  to  financial  institutions  that  are  chartered  and  supervised  by  the  OTS.  In 
fact,  I  have  used  these  terms  in  this  way  today  to  present  the  data  and  observations 
that  are  essential  to  an  understanding  of  tne  industry's  current  condition.  This 
usage  is  no  longer  quite  accurate,  however. 

IJsed  more  precisely,  the  terms  "thrift"  and  "thrift  industry"  refer  to  financial  in- 
stitutions that  concentrate  in  home  mortgages  and  other  housing-related  assets. 
Such  financial  institutions  come  in  several  different  charter  types,  and  they  may  be 
regulated  at  the  Federal  level  either  by  the  OTS  or  the  FDIC.  Though  they  are  pre- 
dominantly SAIF-insured,  they  are  not  exclusively  so.  To  understand  the  issues  that 
these  institutions  face,  it  is  useful  to  review  the  difTerences  among  them. 

Lenders  that  specialize  in  providing  housing  credit  may  be  chartered  as  savings 
and  loan  associations  or  as  savings  banks.  Federal  savings  and  loan  associations  are 
those  chartered  by  the  OTS  (or  its  predecessor,  the  FHLBB):  State  savings  and  loan 
associations  are  chartered  by  the  States.  Both  Federal  ana  State  savings  associa- 
tions may  be  organized  in  either  the  stock  form  or  the  mutual  form.  Both  Federal 
and  State  savings  and  loan  associations  are  examined  and  supervised  by  the  OTS.^'* 
State  savings  and  loan  associations  are  also  examined  and  supervised  by  State  regu- 
latory authorities. 

The  investment  powers  and  authorities  of  Federal  savings  and  loan  associations 
are  defined  by  Federal  law.  The  investment  powers  and  authorities  of  State  savings 
and  loan  associations  are  defined  by  State  law,  but,  in  accordance  with  FIRREA, 
State  savings  and  loan  associations  are  generally  prohibited  from  engaging  in  activi- 
ties that  are  not  permissible  for  Federal  savings  and  loan  associations.^^  All  savings 
and  loan  associations,  whether  they  are  federally-  or  State-chartered,  are  insured 
by  the  SAIF. 

Savings  banks,  too,  may  be  chartered  either  by  the  OTS  or  by  the  States.  A  Fed- 
eral savings  bank  is  either  an  institution  that  was  chartered  ae  novo  as  a  Federal 


^^This  is  the  moet  recent  year  for  which  HMDA  data  are  available. 

^Orange  County  Register,  Jan.  16.  1994,  Business  Section,  p.  3. 

^^ American  Banker,  Feb.  3,  1994,  p.  13. 

"The  OTS  also  supervises  the  holding  companies  of  savings  and  loan  associations  and  Fed- 
eral savings  banks.  See  12  U.S.C.  §  1467a. 

^See  12  U.S.C.  §  183 le.  In  certain  circumstances,  the  FDIC  is  authorized  to  permit  exceptions 
to  this  general  prohibition.  If  the  FDIC  determines  that  the  activity  "would  pose  no  significant 
risk"  to  the  insurance  fund  and  that  the  State  savings  association  in  question  is  in  compliance 
with  its  minimum  capital  requirements,  it  may  permit  that  State  savings  association  to  engage 
in  an  activity  that  is  not  permitted  for  Federal  savings  associations. 
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savings  bank  by  the  OTS  (or  the  FHLBB)  or  an  institution  that  has  converted  to 
a  Federal  savings  bank  from  a  State  savings  bank.^®  Federal  savings  banks  are  su- 
pervised by  the  OTS,  and  their  investment  powers  and  authorities  are,  for  the  most 
part,^'  identical  with  those  of  Federal  savings  and  loan  associations.  Federal  sav- 
ings banks  may,  however,  be  insured  by  either  the  SAIF  or  the  BIF.^®  Those  Fed- 
eral savings  banks  that  were  chartered  de  novo  by  the  OTS  or  the  FHLBB  are  in- 
sured by  tne  SAIF.  Those  that  convert  to  a  Federal  savings  bank  charter  from  a 
State  savings  bank  charter  retain  their  BIF  insurance. 

Federal  and  State  savings  and  loan  associations  and  Federal  savings  banks  are 
often  referred  to  collectively  as  savings  associations. 

Not  all  of  the  States  offer  a  State  savings  bank  charter — about  half  do.  In  those 
States  that  offer  the  charter,  State  savings  banks  are  jointly  supervised  by  State 
regulators  and,  at  the  Federal  level,  by  the  FDIC.  The  OTS  plays  no  role  in  their 
supervision.  The  investment  powers  and  authorities  of  State  savings  banks  are  de- 
fined primarily  by  State  law.  Although  State  savings  banks  are  often  referred  to  as 
"thrift  institutions  and  are  able  to  take  advantage  of  the  favorable  Federal  tax 
treatment  for  thrift  institutions,  they  typically  have  greater  authority  than  tradi- 
tional thrifts  (i.e.,  savings  associations)  to  invest  in  commercial  and  consumer  loans 
and  corporate  debt  securities. ^^  Moreover,  unlike  traditional  thrifts.  State  savings 
banks  are  not  subject  to  the  statutory  qualified  thrift  lender  (QTL)  test,  which  gen- 
erally requires  65  percent  of  an  institution's  asset  portfolio  to  be  comprised  of  hous- 
ing-related assets.^"  State  savings  banks  also  are  not  subject  to  the  Federal  loans- 
to-one-borrower  limits  or  to  other  key  statutory  safety  ana  soundness  requirements 
imposed  on  traditional  thrifts  by  FIRIIEA.^* 

Like  Federal  savings  banks,  State  savings  banks  may  be  insured  either  by  the 
SAIF  or  by  the  BIF.  If  the  institution  was  originally  chartered  as  a  State  savings 
bank,  it  is  insured  by  the  BIF.  If,  however,  it  converted  to  the  State  savings  bank 
charter  from  a  Federal  or  State  savings  association  charter,  it  must  retain  its  SAIF 
insurance. 

The  complexities  in  insurance  coverage  for  these  various  charter  types  derive,  in 
the  main,  from  exceptions  to  the  conversion  moratorium  imposed  by  FIRREA.^^ 
FIRREA  generally  prohibited  switches  from  one  insurance  fund  to  the  other,  and 
it  generally  prohibited  combination  transactions — mergers,  acquisitions,  or  other 
consolidations — between  an  institution  insured  by  the  BIF  and  one  insured  by  the 
SAEF.  Certain  exceptions  to  this  latter  prohibition  are  allowed,  however.  First,  a 
SAIF-insured  institution  is  permitted  to  convert  to  a  bank  charter  including  a  State 
savings  bank  charter,  so  long  as  it  retains  its  SAIF  insurance.^  This  provision  is 
oft^n  referred  to  as  the  "Sasser  provision,"  after  Senator  Sasser,  its  author.  Second, 


^^See  12  U.S.C.  §  1464<o)  (conversion  of  State  savings  banks  to  Federal  savings  banks). 

^'' Federal  savings  banks  that  were  chartered  as  Federal  savings  banks  prior  to  enactment  of 
the  Gam-St  Germain  Depository  Institutions  Act  of  1982  may  continue  to  exercise  powers  au- 
thorized for  them  prior  to  that  Act.  12  U.S.C.  §  1464(iX4XAXi)-  In  addition,  Federal  savings 
banks  that  were  in  existence  upon  enactment  of  FIRREA  and  were  formerly  organized  as  mu- 
tual State  savings  banks  may  continue  to  exercise  any  powers  that  were  authorized  for  them 
as  State  savings  banks  under  State  law.  12  U.S.C.  §  1464<oX4XAXii). 

^*Mo8t  institutions  insured  by  the  BIF  are  commercial  banks.  The  commercial  bank  BIF 
members  include:  national  banks,  chartered  by  the  Office  of  the  Comptroller  of  the  Cuirency 
(OCC);  State  member  banks,  chartered  by  a  State  and  supervised  at  the  Federal  level  by  the 
Board  of  Governors  of  the  Federal  Reserve  (FRB);  and  nonmember  State  bi  nks  and  State  liav- 
ingB  banks,  chartered  by  a  State  and  regulated  at  the  Federal  level  by  the  FDIC. 

Provisions  defining  the  various  types  of  financial  institutions  appear  at  section  3  of  the  Fed- 
eral Deposit  Insurance  Act  (FDIA)  and  those  establishing  insurance  fund  membership  at  section 

7.  See  12  U.S.C.  §§  1813(a)  through  (i);  1817(/). 

^®  Federal  law  prohibits  (subject  to  certain  exceptions)  State  savings  banks  from  making  eq- 
uity investments  or  engaging  as  principwil  in  activities  that  are  imfwrmissible  for  national  banks. 
12  U.S.C.  §  1831a.  However,  this  does  not  prevent  State  savings  banks  from  making  commercial 
or  consumer  loans  or  investing  in  corporate  debt  securities,  since  these  activities  are  permissible 
for  national  banks. 

»  12  U.S.C.  §  1467a(m). 

^*  Until  recently,  the  FDIC  by  regulation  required  savings  associations  that  convert  to  State 
savings  banks  or  State  banks  to  continue  to  abide  by  various  of  FIRREA's  key  safety  and  sound- 
ness reforms.  For  example,  converted  State  savings  banks  and  converted  State  banks  were  re- 
quired to  abide  by  Federal  loans-to-one-borrower  (LTOB)  limits,  the  Federal  prohibition  on  junk 
bond  investments,  12  U.S.C.  §  1831e,  the  additional  transactions-with-afTiliates  restrictions  im- 
posed on  savings  associations,  12  U.S.C.  §  1468,  the  capital  plan  and  capital  deduction  require- 
ments imposed  on  savings  associations,  12  U.S.C.  §  1464(t),  and  the  commercial  real  estate  lend- 
ing limiU  imposed  on  savings  associations  12  U.S.C.  §  1464<cX2XB).  56  Fed.  Reg.  20520  (May 
6,  1991).  These  requirements  were  repealed  in  their  entirety  last  year.  58  Fed.  R^.  64460  (Dec. 

8,  1993). 

"See  12  U.S.C.  §  1815(d). 
"12  U.S.C.  §1815(dX2XG). 
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under  the  so-called  "Oakar  transaction"  exception,  BIF  and  SAW  members  may  ac- 
quire or  combine  with  one  another,  so  long  as  they  retain  proportionate  insurance 
of  accounts.^'* 

These  exceptions  have  caused  two  phenomena  that  are  sometimes  discussed  in 
connection  with  the  condition  of  the  thrift  industry  and  the  SAIF.  First,  when  com- 
mercial banks  acquire  or  combine  with  SAIF-insured  institutions  under  the  "Oakar 
provision,"  the  resulting  institution  holds  SAEF -insured  deposits  even  if  it  is  char- 
tered as  a  commercial  bank.  Second,  under  the  "Sasser  provision,"  a  significant 
number  of  savings  associations  have  voluntarily  given  up  the  savings  association 
charter,  usually  converting  to  a  State  savings  bank  charter,  which  freauently  offers 
them  greater  flexibility  in  asset  composition,  fewer  safety  and  soundness  restric- 
tions, a  potential  decrease  in  the  number  of  regulators  that  have  jurisdiction  over 
them,^'  and  substantially  lower  regulatory  fees.  By  virtue  of  "Oakar  and  Sasser 
transactions,"  plus  RTC  case  resolution  activity,  about  one-quarter  of  the  deposits 
insured  by  the  SAIF  are  now  held  by  commercial  banks  or  affiliates  of  commercial 
banks. 

E.  Today's  Thrift  Industry  Faces  Several  Central  Issues:  Substantially 
Higher  Costs  For  Deposit  Insurance,  Decline  In  Market  Share, 
AND— For  the  OTS-Supervised  Portion  of  the  Industry— A  Potential 
Diminution  In  the  Viability  of  the  Savings  Association  Charter 

The  segmenting  of  the  thrift  industry  into  groups  defined  according  to  charter 
type,  number  of  regulators,  and  type  of  deposit  insurance,  is  important  to  an  under- 
standing of  the  three  central  issues  that  face  the  industry  today: 

•  First,  all  SAIF-insured  institutions,  whatever  their  charter  type  and  level  of  Fed- 
eral regulation,  will  soon  be  insured  by  an  underfunded  insurance  fund  and  face 
substantially  higher  insurance  costs  than  their  commercial  bank  conipetitors. 

•  Second,  the  thrift  industry  as  a  whole  is  losing  market  share.  Whatever  their 
charter  type,  degree  of  Federal  regulation,  and  type  of  deposit  insurance,  institu- 
tions that  specialize  in  home  lending  (i.e..  Federal  and  State  savings  associations. 
Federal  savings  banks,  and  State  savings  banks)  are  experiencing  a  decline  in 
their  share  of  the  residential  mortgage  loan  market,  as  compared  to  uninsured 
lenders  and  commercial  banks. 

•  Third,  savings  associations  (i.e..  Federal  and  State  savings  and  loan  associations 
and  Federal  savings  banks),  which  represent  the  vast  majority  of  the  thrift  indus- 
try, are  declining  both  in  number  and  in  asset  size  due,  in  large  part,  to  the  unin- 
tended consequences  of  Government  policy,  rather  than  market  forces. 

Of  these  issues,  the  most  important  by  far  are  those  that  pertain  to  the  condition 
of  the  SAIF  and  the  cost  of  insurance  to  SAIF-insured  institutions.  I  will  take  up 
these  issues  next  and  will  return  later  in  my  testimony  to  the  industry's  loss  of  mar- 
ket share  and  to  the  decline  in  the  number  and  assets  of  savings  associations. 

IV.  The  Condition  of  the  SAIF  and  the  Cost  of  SAIF  Insurance 

Today,  5  years  after  FIRREA,  the  SAIF  is  less  than  one-quarter  of  the  way  toward 
achieving  its  statutorily-required  reserve  ratio  of  1.25  percent.  At  present,  the  SAIF 
could  not  in  all  probability  cover  the  resolution  costs  resulting  from  the  failure  of 
a  few  large  institutions  or  even  of  a  number  of  smaller  ones.  Moreover,  within  the 
next  2  years,  SAIF-insured  institutions  are  expected  to  pay  a  significantly  higher 
premium  for  deposit  insurance  than  BIF-insured  institutions.  This  higher  premium 
is  likely  to  discourage  investors  from  putting  capital  into  SAIF-insured  institutions. 
If  this  is  allowed  to  occur,  it  will  be  harder  for  healthy  SAIF-insured  institutions 
to  raise  new  capital;  the  resolution  of  problem  institutions  will  be  more  expensive 


**Then  Representative  Oakar  was  the  author  of  this  provision.  In  general  terms,  propor- 
tionate insurance  of  accounts  works  as  illustrated  in  the  following  example.  Assume  BIF-insured 
Bank  A  acquires  SAIF-insured  Savings  Association  B  and  that  the  resulting  entity  is  Bank  C. 
Assume  further  that,  on  the  date  the  acquisition  transaction  closes,  Bank  A's  BIF-insured  depos- 
its comprise  60  percent  of  the  deposits  of  resulting  Bank  C  and  that  Savings  Association  B's 
deposits  comprise  40  percent  of  the  dep>osits  of  resulting  Bank  C.  On  a  going  forward  basis, 
Bank  C's  deposits  will  be  60  percent  BlP^-insured  and  40  percent  SAIF-insured.  These  ratios  will 
continue  to  apply  even  to  new  deposits  accepted  by  Bank  C  after  the  acquisition  is  complete. 
The  statutory  requirement  for  proportionate  insurance  is  set  out  in  detail  at  12  U.S.C. 
§  1815(dX3). 

^The  FDIC  has  "back-up"  regulatory  authority  over  all  insured  depository  institutions,  which 
includes  the  authority,  under  certain  circumstances,  to  examine  and  to  take  enforcement  action. 
12  U.S.C.  §§1818(t)  and  1820(b).  Thus,  State  savings  associations  are  subject  to  the  jurisdiction 
of  three  regulators — the  OTS,  the  FDIC,  and  the  State  regulator.  Federal  savings  associations 
are  subject  to  the  jurisdiction  of  two  r^^lators — the  OTS  and  the  FDIC.  State  savings  banks 
are  also  subject  to  the  jurisdiction  of  two  regulators — the  FDIC  and  their  State  regulator. 
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for  the  Government;  the  SAIF  income  will  decline  further;  and  the  credit  markets 
will,  increasingly,  see  a  diminution  in  a  dedicated  source  of  housing  finance. 

To  show  why  the  SAIF  is  underfunded  and  how  the  premium  difTerential  arises, 
it  is  necessary  to  look  at  how  SAIF  insurance  premiums  are  used. 

A.  FIRREA  Required  the  SAIF  Not  Only  To  Cover  Future  Losses 

OF  THE  Institutions  It  Insures  But  Also  To  Pay  the  Cost  of  the 
FICO  Obligations  Incurred  To  Provide  Funds  To  the  FSLIC 

When  FIRREA  was  enacted,  Congress  was  acutely  aware  that  problems  in  the 
savings  and  loan  industry  had  overwhelmed  the  industry's  deposit  insurance  fund 
(the  FSLIC)  and  caused  it  to  become  hopelessly  insolvent.  Congress  wished  to  make 
certain  that,  going  forward,  the  new  deposit  insurance  funds — the  BIF  and  the 
SAIF — would  have  reserves  sufficient  to  withstand  the  pressure  that  could  result  if 
substantial  numbers  of  financial  institutions  failed.  The  law,  therefore,  required 
each  fund  to  reach  a  reserve  ratio  of  1.25  percent.^®  The  law  also  set  minimum  as- 
sessment—or insurance  premium — rates  for  each  fund.^^ 

At  its  inception,  the  SAIF  stood  empty.  When  the  FDIC  began  collecting  SAIF  as- 
sessments in  September  of  1989,  however,  very  little  of  the  money  was  used  to  build 
its  reserves.  This  is  because  the  SAEF  was  assigned  other  financial  obligations  that 
took  priority  over  its  obligation  to  build  reserves.  Most  importantly,  the  SAIF  inher- 
ited the  prior  obligation  of  the  FSLIC  to  pay  interest  on  certain  debt — FICO  bonds — 
that  had  been  issued  beginning  in  1987  to  cover  FSLIC  shortfalls. 

In  1987,  the  Competitive  Equality  Banking  Act  (CEBA)  authorized  up  to  $10.8  bil- 
lion in  funding  for  the  FSLIC  to  be  raised  through  debt  issued  by  the  Financing 
Corporation  (FICO).  Bonds  with  a  principal  balance  of  $8.1  billion  were  eventually 
issued  by  the  FICO.  Originally,  interest  on  the  debt  was  paid  by  the  FICO  from 
FSLIC  insurance  premiums  specially  authorized  to  be  used  for  that  purpose.  The 
idea  behind  this  mechanism  (which,  in  essence,  had  the  FICO  borrow  against  the 
future  insurance  premium  income  generated  by  the  thrift  industry)  was  that  the  in- 
dustry could  itself  fund  any  FSLIC  shortfall — an  idea  that  turned  out  to  be  mis- 
taken. 

Upon  the  dissolution  of  the  FSLIC,  the  obligation  to  pay  interest  on  the  FICO 
bonds  was  transferred  to  the  SAIF.^  The  FICO  obligation  is,  by  statute,  the  SAEF's 
first  priority.  Until  December  31,  1992,  however,  most  of  the  SAIF  assessments  left, 
over  aft,er  payment  of  the  FICO  obligation  went,  again  by  statute,  to  the  FSLIC  Res- 
olution Fund,  which  FIRREA  established  to  take  over  the  assets  and  liabilities  of 
the  defunct  FSLIC,  and  to  the  Resolution  Funding  Corporation,  which  FIRREA  es- 
tablished to  help  fund  the  RTC.^^  As  of  January  1,  1993,  when  funds  not  required 
for  the  FICO  payment  were  first  available  in  meaningful  amounts  to  build  reserves, 
the  SAIF's  net  worth  was  a  mere  $279  million. 

The  FICO  obligation  continues  to  take  precedence  over  the  SAIF's  obligation  to 
cover  its  own  operating  costs  and  the  cost  of  building  insurance  reserves.  The  an- 
nual cost  of  the  FICO  interest  payments — which  will  continue  for  another  25 
years — is  $779  million. 

B.  The  SAIF  Problem  Is  Really  the  FICO  Problem 

When  FIRREA  was  enacted,  it  appeared  feasible  for  the  SAIF  insurance  pre- 
miums to  cover  the  FICO's  interest  payments.  Savings  associations  then  had  $948 
billion  in  deposits,  and  deposits  had  been  growing  each  year  at  a  significant  rate. 
When  drafting  FIRREA,  the  Administration  assumed  that  the  industry  would,  aft^r 


*^The  reserve  ratio  is  the  "ratio  of  the  value  of  the  net  worth  of  [each  insurance  fund]  to  the 
value  of  the  aggregate  estimated  insured  depKsits  held  by  all  [members  of  that  fund]."  12  U.S.C. 
§  1817(/X6),  (7).  Today,  the  minimum  required  reserve  ratio  for  each  fund  is  still  1.25  percent. 
For  any  given  year,  however,  the  FDIC  Board  of  Directors  may  raise  the  reserve  ratio  for  either 
fund  if  it  determines  that  an  increase  is  warranted  by  "circumstances  raising  a  significant  risk 
of  subsUntial  future  loss"  to  the  fund.  Id.  at  §  18l7(bX2Xiv). 

"For  the  SAIF,  the  FIRREA  rates  were  about  21  basis  points  through  December  31,  1990; 
23  basis  points  through  December  31,  1993;  18  basis  pomts  through  December  31,  1997;  and 
15  basis  points  thereafter.  For  the  BIF,  the  rates  were  12  basis  points  through  December  31, 
1990,  and  15  basis  pointe  thereaaer.  See  Pub  L.  No.  101-73,  §208,  103  Stat.  208-09.  These 
rates  have  since  been  superseded  by  FDICIA,  however,  FDICIA  required  the  FDIC  to  establish 
a  risk-based  deposit  msurance  assessment  system  and  to  set  rates  so  that  the  Bl^'  would  reach 
the  1.25  percent  reserve  ratio  no  later  than  2007  and  the  SAIF  no  later  than  2013.  See  12  U.S.C. 
§1817(bX3). 

'^See  CEBA,  Pub.  L.  No.  100-86,  Title  III,  101  Stat.  552,  585-604  (1987). 

»  12  U.S.C.  §§  1441b(eX7XA)  and  1821a(bX4). 
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a  brief  respite,  grow  at  a  rate  of  7  percent  per  year.  (The  Congressional  Budget  Of- 
fice (CBO)  predicted  a  6  percent  long-term  growth  rate.)^° 

Even  at  these  growth  rates,  however.  Congress  thought  that  Treasury  assistance 
still  might  be  required  to  capitalize  the  SAIF,  given  the  heavy  demands  that  would 
be  placed  on  it.  Thus,  FIRREA  authorized  Treasury  funding  of  up  to  $32  billion  for 
the  SAIF.'^  Even  under  the  Administration  and  CBO  projections,  Treasury  was  ex- 
pected to  have  to  contribute  between  $8  billion  and  $11  billion  of  the  $32  bilUon 
to  help  the  SAIF  achieve  adequate  capitalization. 

The  deposit  growth  assumptions  that  supported  the  transfer  of  the  FICO  obliga- 
tion to  the  SAIF  have  not  held  up.  Instead  of  a  6  percent  or  7  percent  annual 
growth  rate,  total  deposits  of  SAIF-member  institutions  have  declined  on  average 
by  about  6  percent  per  year  since  FIRREA  was  enacted.  As  a  result,  the  average 
assessment  base  for  the  SAIF  for  1993  was  approximately  $744  billion,  rather  than 
the  $1.3  trillion  predicted  in  1989  by  the  Administration  or  the  $1.1  trillion  pre- 
dicted by  the  CBO. 

Annual  SAEF  premiums  currently  average  24.5  basis  points  or  24.5  cents  per  $100 
of  deposits.  If  the  deposits  of  SAIF  members  had  grown  as  assumed  at  the  time 
FIRREA  was  enacted,  the  FICO  payments  today  would  be  equivalent  to  a  surcharge 
of  about  7  basis  points,  consuming  29  percent  of  total  SAIF  assessment  income. 
Moreover,  the  FICO  payment  surcharge  would  have  declined  to  only  4  basis  points 
by  the  year  2000.  As  it  is,  today  the  FICO  payments  are  equivalent  to  a  10.7  basis 
point  surcharge,  consuming  a  full  44  percent  of  all  SAIF  assessment  income. 

As  mentioned  earlier,  both  the  SAIF  and  the  BIF  are  required  to  reach  a  reserve 
ratio  of  1.25  percent.  Once  that  occurs,  the  FDIC  is  authorized  to  reduce  deposit  in- 
surance premiums  for  fund  members.  The  FDIC  has  projected  that  the  BIF  may  be 
recapitalized — that  is,  achieve  the  1.25  percent  reserve  ratio — as  early  as  1996. 
When  the  BIF  is  recapitalized,  the  potential  arises  for  a  substantial  reduction  in 
BEF  premium  rates. 

In  contrast,  the  SAIF  is  about  one-quarter  of  the  distance  toward  reaching  its  1.25 
percent  reserve  ratio.  A  major  reason  its  capitalization  is  such  a  distant  target  is 
that  a  substantial  share  of  the  SAIF's  income — 44  percent  in  1993 — has  been  used 
to  fund  the  FICO  interest  payments.  If  SAIF  premium  rates  remain  at  about  24 
basis  points,^^  while  BEF  premiums  decline  to  7-10  basis  points,  a  SAIF-BIF  pre- 
mium rate  differential  of  14—17  basis  points  will  be  created. 

C.  If  the  FICO  Problem  Is  Not  Solved,  the  Condition 
OF  the  SAIF  May  Worsen  Over  Time,  Threatening  A 
Renewed  Need  For  Taxpayer  Funds  To  Cover  Its  Losses 

Roughly  half  of  the  SAIF's  income — that  portion  not  needed  to  service  the  FICO 
debt — is  now  allocated  toward  building  its  reserves.  SAIF  reserves  now  stand  at 
only  $1.7  billion.  Assuming  an  average  resolution  cost  of  15  percent,  the  SAIF  cur- 
rently has  sufficient  funds  to  resolve  institutions  with  aggregate  assets  of  less  than 
$12  billion.  If  the  aggregate  asset  size  of  SAIF-insured  institution  failures  exceeded 
that  amount,  the  SAIF  would  become  insolvent,  like  its  predecessor,  the  FSLIC. 
Moreover,  the  positive  growth  in  SAIF's  reserves,  which  is  quite  slow  by  BIF  stand- 
ards, does  not  mean  that  it  can  continue  to  successfully  capitalize  in  the  future. 

To  understand  why  this  is  so,  it  is  necessary  to  review  what  is  happening  to  the 
SAIF  assessment  base. 


^See,  e.g.,  S.  Rep.  No.  19,  lOlst  Cong.,  Ist  Sess.  49-50  (1989)  (CBO  estimate  of  6.0  percent 
long-term  deposit  giDwth  rate  for  savings  associations  after  2  years  of  little  or  no  growth);  and 
"Administration's  Plan  to  Resolve  the  Savings  &  Loan  Crisis,"  Hearings  Before  the  Committee 
on  Banking,  Finance  and  Urban  AfTairs,  lOlst  Cong.,  1st  Sess.  92  (1989)  (Administration  esti- 
mate of  7.2  percent  long-term  deposit  growth  rate  for  savings  associations  with  no  significant 
pause  in  growth). 

31  FIRREA,  §211,  103  SUt.  218.  The  recently  enacted  RTC  Completion  Act  reduced  available 
Treasury  assistance  from  $32  billion  to  $8  billion  and  imposed  additional  conditions  on  the  re- 
ceipt of  these  funds.  Moreover,  under  the  Completion  Act,  any  Treasury  assistance  can  be  used 
only  "to  pay  losses  incurred  by  the  [SAIF]  in  fiscal  years  1994  through  1998."  See  Pub.  L.  No. 
103-204,  107  Stat.  2369  (1993). 

^The  RTC  Completion  Act  authorized  the  FDIC  to  reduce  SAIF  premiums  and  to  extend  the 
date  by  which  the  SAIF  must  reach  its  1.25  percent  reserve  ratio  beyond  2013  if  the  FDIC  con- 
cludes that  the  lower  premiums  would  help  maintain  the  SAIF  assessment  base.  As  a  practical 
matter,  the  FDIC's  ability  to  do  this  is  sharply  limited  by  the  continued  shrinkage  of  the  SAIF 
assessment  base,  discussed  below,  and  by  the  size  of  the  fixed  FICO  obligation. 
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1.  A  Significant  Differential  in  Insurance  Premiums 

Between  SAIF-Insured  and  BIF-Insured  Institutions 

Will  Exacerbate  the  Shrinkage  of  the  SAIF's  Assessment  Base 

The  FDIC  collects  insurance  premiums  for  both  the  BIF  and  the  SAIF  under  a 
risk-based  insurance  premium  system.  The  premium  rate  paid  by  each  insured  in- 
stitution varies  depending  on  its  level  of  capitalization  and  on  the  FDIC's  evaluation 
of  the  supervisory  risk  it  presents.^ 

The  total  amount  of  premiums  that  the  FDIC  collects  on  behalf  of  each  insurance 
fund  is  also  a  function  of  the  size  of  that  fund's  assessment  base,  that  is,  the  total 
amount  of  deposits  on  which  insurance  premiums  are  collected.  The  larger  the  in- 
surance funds  assessment  base,  the  greater  the  amount  of  premium  income  the 
FDIC  will  collect  for  that  fund.  Conversely,  a  shrinking  insurance  premium  assess- 
ment base  results  in  a  lower  amount  of  premium  income  for  the  allected  fund.  This 
is  what  has  happened  to  the  SAIF's  assessment  base.  To  date,  it  has  shrunk  in  each 
year  since  the  enactment  of  FIRREA  by  no  less  than  6  percent  per  year. 

In  the  years  immediately  following  the  enactment  of  FIRREA,  this  deposit  shrink- 
age was  due  primarily  to  sales  of  the  deposits  of  failed  institutions  by  the  RTC.  It 
is  particularly  noteworthy,  however,  that  the  SAIF  assessment  base  shrunk  by  7 
percent  in  1993,  a  year  when  there  were  comparatively  few  RTC  sales. 

The  shrinkage  we  are  now  seeing  in  the  SAIF  assessment  base  appears  to  be  due 
primarily  to  the  high  cost  of  deposit  insurance.  The  principle  at  work  here  is  very 
simple:  When  the  cost  of  a  product  increases,  demand  for  tne  product  will  decrease 
as  users  seek  out  alternative  products.  The  current  average  SAEF  premium  of  24.5 
basis  points  is  roughly  three  times  the  long-term  historical  average  of  8.3  basis 
points.  To  avoid  these  historically  high  premiums,  SAIF  members  are  turning  in- 
creasingly to  alternative  sources  of  mnas,  such  as  Federal  Home  Loan  Bank  ad- 
vances and  other  borrowings. 

This  erosion  of  the  SAIF  assessment  base  may  grow  worse  when  the  SAIF-BIF 
premium  difTerential  takes  effect.  If  BIF  premiums  fall  to  an  average  of  7-10  basis 
points,  BIF  members  will  be  able  to  offer  higher  rates  of  return  on  their  deposit 
products  without  reducing  their  current  profit  margins.  This  will  draw  deposits 
away  from  SAIF-insured  institutions  into  BIF-insured  institutions.  Thus,  once  the 
differential  takes  effect,  there  will  be  two  powerful  forces  working  against  the  SAEF 
assessment  base:  (a)  historically  high  deposit  premiums  will  continue  to  pressure 
SAIF  members  to  place  less  reliance  on  deposits  as  a  source  of  funds;  and  (b)  a  sig- 
nificant basis  point  SAIF-BIF  differential  will  enable  BIF  members  to  draw  deposits 
away  from  SAIF  members  by  offering  better  rates. 

It  is  important  to  emphasize  that  the  SAIF  assessment  base  is  already  shrinking 
rapidly  even  before  the  SAIF-BEF  differential  takes  effect.  With  the  differential 
looming  and  SAIF  rates  likely  to  remain  at  historically  high  levels,  we  see  no  reason 
to  believe  that  the  erosion  of  the  SAEF  assessment  base  will  moderate  any  time 
soon. 

2.  As  Its  Assessment  Base  Declines,  the  Threat  That  the  SAIF 

Will  Be  Unable  to  Cover  the  Losses  of  Failed  Institutions  Grows 

As  the  SAIF  income  stream  gets  smaller,  the  fixed  FICO  payment  will  consume 
an  increasing  portion  of  that  income.  This  means  that  less  income  will  How  to  re- 
serves to  handle  losses. 

If  the  annual  shrinkage  of  the  assessment  base  continues  at  6  percent  and  losses 
occur  at  the  rate  most  recently  projected  by  the  FDIC,  which  is  $426  million  per 
year,  then  at  current  premium  rates  the  SAIF  reserve  ratio  could  peak  without  ever 
reaching  the  required  1.25  percent. 

If  one  assumes  a  shrinkage  rate  of  2  percent  per  year  and  the  same  loss  projec- 
tion, the  SAIF  reaches  its  reserve  ratio  of  1.25  percent  in  2004.  In  the  following 
year,  however,  it  begins  operating  at  a  deficit  of  $133  million  and  deficits  continue 
thereafter.  Bv  contrast,  it  the  SAIF  was  not  required  to  make  annual  FICO  pay- 
ments, it  could  fully  capitalize  on  its  own  as  early  as  1998. 

Based  on  recent  trends,  it  is  likely  that  the  SAIF's  assessment  base  will  continue 
to  decline  due  to  the  effect  of  the  insurance  premium  differential  and  historically 
high  premiums.  As  a  result,  the  SAIF"s  aggregate  premium  income  will  also  decline. 
But  tne  interest  payment  necessary  to  service  the  FICO  debt  will  remain  fixed,  con- 
suming a  bigger  and  bigger  portion  of  the  shrinking  SAIF  income. 

There  is  no  current  crisis."  While  the  number  of  SAEF-insured  institutions  pro- 
jected to  fail  over  the  near  term  is  low,  I  cannot  assure  you  that  the  industry  will 
remain  healthy.  If  the  SAIF  remains  underfunded  and  the  SAIF  assessment  base 


"The  FDIC's  rules  for  assessing  deposit  insurance  premiums  are  set  out  at  12  CFR  Part  327 
(1994). 
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continues  to  erode,  we  are  taking  a  risk  that  no  unforeseen  economic  downturn,  no 
unexpected  stresses  on  the  deposit  insurance  system  will  occur  over  the  next  few 
years. 

An  underfunded  SAIF  is  not  the  only  concern.  Once  a  SAIF-BIF  insurance  pre- 
mium rate  differential  kicks  in,  SAW  members  will  be  locked  into  a  higher  cost  of 
funds  than  their  BIF-insured  competitors,  reducing  earnings  and  making  it  more 
difficult  to  raise  capital.  Ironically,  the  higher  the  SAIF  premium  is,  the  more  failed 
institutions  it  may  be  called  upon  to  handle.  In  recent  years,  a  number  of  large, 
troubled  thrifts  have  been  successfully  capitalized  by  infusions  of  funds  from  the  pri- 
vate sector  with  no  Government  assistance.  Gk)ing  forward,  however,  private-sector 
investors  may  be  reluctant  to  put  money  into  a  financial  institution  that  has  insur- 
ance costs  that  could  be  3  to  4  times  higher  than  its  competitors'  costs. 

D.  Options  For  Solving  the  FICO  Problem 

As  I  have  described,  the  diversion  of  SAIF  insurance  premiums  to  fund  the  FICO 
interest  obligation  makes  full  capitalization  of  the  SAIF  problematic.  Moreover,  a 
failure  to  find  an  alternative  source  of  funding  for  the  FICO  obligation  will  meike 
the  SAIF  highly  vulnerable  to  even  a  small  run  of  thrift  failures.  This,  in  turn, 
raises  the  possibility  that  the  Federal  Government  could  once  again  be  called  upon 
to  make  good  its  deposit  insurance  guarantee  with  taxpayer  funds.  These  cir- 
cumstances suggest  that  other  funding  mechanisms  must  be  found,  either  to  capital- 
ize the  SAIF  or  to  cover  the  FICO  obligation. 

Several  types  of  solutions  are  being  discussed  but  in  my  view,  and  I  am  speaking 
solely  for  niyself,  it  is  preferable  to  find  an  alternative  means  of  paying  the  interest 
on  the  FICO  obligation.  This  would  allow  SAIF-insured  institutions  to  build  the  re- 
serves in  their  insurance  fund  to  the  statutorily-required  level  without  taxpayer  as- 
sistance. Our  system  of  Federal  deposit  insurance  was  designed,  like  private  insur- 
ance systems,  to  be  self-funding.  Insured  members  of  that  system — either  in  the 
SAIF  or  the  BIF — should  pay  for  the  costs  that  the  insurance  fund  incurs.  ' 

The  range  of  options  that  I  believe  should  be  considered  to  address  the  SAIF's 
FICO  problem  include  the  following: 

•  Merging  the  BIF  and  the  SAIF; 

•  Transferring  the  FICO  debt  service  cost  from  the  SAIF  to  the  FDIC,  which  would 
then  spread  that  cost  over  both  the  BIF  and  the  SAIF; 

•  Maintaining  the  deposit  insurance  premium  rate  for  BIF  members  at  its  current 
level  for  an  additional  2  years,  thereby  raising  sufficient  funds  to  defease  the 
FICO  interest  obligation;  or 

•  Using  funds  authorized  for  the  RTC,  but  not  needed  to  complete  the  savings  and 
loan  cleanup,  to  defease  the  FICO  interest  obligation. 

The  first  three  options  will — understandably,  I  think — meet  with  resistance  from 
banks.  Banks  will  say  that  it  is  unfair  for  them  to  bear  any  portion  of  the  cost  of 
insuring  the  deposits  of  failed  institutions  for  which  they  were  not  responsible. 

That  argument  is  not  without  its  appeal,  but  it  also  holds  true  for  the  surviving 
SAIF-insured  institutions.  The  thrifts  that  remain  today — the  vast  majority  of  which 
are  healthy,  well  managed,  and  well  capitalized — are  no  more  individually  respon- 
sible for  the  savings  and  loan  crisis  than  is  any  commercial  bank.  The  regulatory 
system  charged  with  responsibility  for  supervising  the  savings  and  loan  industry 
and  resolving  nonviable  thrifts  was  understaffed,  underfunded,  and  lacking  in  su- 

{>ervisory  authority.  It  was  this  regulatory  failure,  combined  with  the  savings  and 
oan  institutions  that  failed  in  the  1980's,  that  produced  the  losses  that  the  FICO 
obligations  were  issued  to  cover.  From  a  public  policy  perspective,  it  makes  little 
sense  to  risk  weakening  our  current  financial  system  by  allowing  one  of  the  insur- 
ance funds  to  remain  dangerously  undercapitalized  in  order  to  penalize  today's 
thrift  institutions  for  having  been  on  the  scene  at  the  time  of  the  thrift  crisis. 

It  is  also  important  to  remember  that  about  one-quarter  of  all  SAIF-insured  de- 
posits are  now  held  by  commercial  banks  or  affiliates  of  commercial  banks.  In  our 
increasingly  interconnected  and  interdependent  banking  system,  a  compartmen- 
talized approach  to  problem  solving  makes  less  and  less  sense. 

Banks  will  be  reluctant  to  give  up  any  of  the  BIF  insurance  premium  reduction 
that  they  expect  to  realize  in  the  next  couple  of  years.  However,  the  delay  in  pre- 
mium reductions  for  BIF  members  under  one  of  the  first  three  options  would  not 
be  long.  For  example,  if  insurance  premiums  paid  to  a  merged  fund  were  held  at 
roughly  the  same  level  as  the  assessment  for  BIF  members  is  today — an  average 
of  23.8  basis  points — and  if  the  assessment  base  for  the  merged  fund  grows  by  just 
2  percent  per  year,  then  the  merged  fund  could  reach  the  1.25  percent  reserve  ratio 
iy2  years  later  than  would  otherwise  be  the  case. 
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If  the  BIF  assumes  joint  liability  with  the  SAIF  for  the  FICO  obligation,  then  BIF 
premiums  would  still  drop  once  the  BEF  gets  to  1.25  percent.  BIF  members,  how- 
ever, would  pay  a  FICO  surcharge  of  about  2  basis  points.  SAIF-insured  institutions 
would  pay  a  significantly  higher  premium  rate  than  BIF  members,  but  for  a  fixed 
period  of  time — probably  5  years,  rather  than  the  25  years  that  the  current  funding 
scheme  contemplates.  This  differential  would  continue  to  burden  the  thrift  industry 
for  several  years  to  come,  but  the  certainty  of  such  an  arrangement  would,  at  least 
in  part,  ofTset  the  burden.  Thrifts,  and  their  investors,  would  know  that  the  FICO 
proolem  had  been  solved  so  that  the  SAIF  could  reach  its  reserve  ratio  target  within 
a  reasonable  time.  They  would  also  know  that  the  premium  rate  differential  was 
of  a  limited,  predictable  duration. 

The  fourth  option  involves  a  redistribution  to  the  SAIF  of  funds  that  Congress  has 
already  allocated  to  the  cleanup  of  the  savings  and  loan  crisis — that  is,  funds  that 
have  been  authorized  and  appropriated  for  the  RTC  that  the  RTC  will  not  use  by 
the  time  it  goes  out  of  business  in  December  of  1995. 

I  believe  the  problem  of  the  SAIF's  capitalization  should  be  resolved  as  promptly 
as  possible — before  the  SAIF  assessment  case  grows  substantially  weaker  and  before 
the  deposit  insurance  premium  rate  differential  takes  effect.  This  Congress  will 
shortly  adjourn,  but  we  hope  that  the  next  Congress  will  turn  its  attention  to  this 
issue  promptly  next  year.  As  we  learned  in  the  savings  and  loan  crisis,  a  problem 
that  is  deferred  grows  much  more  costly  with  time. 

V.  The  Outlook  for  Savings  Associations 

As  I  noted  at  the  outset  of  this  statement,  the  overall  financial  condition  of  sav- 
ings associations  has  improved  dramatically  over  the  last  5  years.  Savings  associa- 
tions are  more  profitable,  their  capital  position  is  strong,  and  their  asset  quality  is 
much  improved.  Moreover,  the  industrj'  has  refocused  its  lending  activity  toward 
housing  and  consumer  finance. 

Despite  this  recovery,  however,  savings  association  profitability  remains  materi- 
ally lower  than  that  of  its  competitors.  For  instance,  in  1993,  the  ROA  of  savings 
associations  was  about  half  that  of  commercial  banks.  The  industry's  return  on  eq- 
uity (ROE),  an  even  more  important  measure  of  profitability,  has  been  about  40  per- 
cent lower  than  that  of  commercial  banks. 

The  SAIF  capitalization  and  premium  issues  pose  an  immediate  challenge  to  sav- 
ings associations.  Beyond  the  SAEF,  however,  the  industry  faces  a  more  fundamen- 
tal and  longer-term  issue  that  arises  because  its  charter  is  narrowly  focused  on  pro- 
viding residential  mortgage  credit. 

Savings  associations  face  a  fiercely  competitive  market.  As  federally-insured  de- 
pository institutions,  savings  associations  compete  against  commercial  banks,  State- 
chartered  savings  banks,  and  credit  unions.  As  mortgage  lenders,  they  compete 
against  other  insured  depository  institutions  but  also  against  mortgage  bankers,  the 
Gk)vemment  Sponsored  Enterprises  such  as  the  Federal  National  Mortgage  Associa- 
tion (Fannie  Mae)  and  the  Federal  Home  Loan  Mortgage  Corporation  (Freddie  Mac), 
and  direct  Government  programs  such  as  the  Government  National  Mortgage  Asso- 
ciation (Ginnie  Mae). 

Over  the  last  10  to  15  years,  most  of  the  benefits  previously  accorded  to  savings 
associations  as  a  matter  of  Government  policy  have  been  eliminated  or  substantially 
reduced.^"*  A  concentration  in  housing  finance  has  historically  been  encouraged  by 
Government  policies  that  awarded  uniaue  benefits  to  savings  associations  in  return 
for  their  specialization.  Today,  although  a  concentration  in  housing  finance  is  still 
required  of  savings  associations,  the  benefits  that  remain  are  no  longer  uniquely 
available  to  them. 

At  the  same  time,  a  series  of  regulatory  costs  has  been  imposed  on  savings  asso- 
ciations that  are  not  borne  by  their  competitors.  Viewed  individually,  the  legislative 
changes  affecting  savings  associations  have  been  based  on  sound  public  policy  objec- 
tives. For  instance,  the  elimination  of  interest  rate  ceilings  on  deposits  (Regulation 
Q)  in  the  early  1980's  allowed  small  depositors  to  earn  market  rates  of  return  on 
their  savings.  The  passage  of  the  Community  Reinvestment  Act  encouraged  banks 
and  savings  associations  to  develop  products  and  marketing  strategies  for  low-  and 


*'The  benefits  that  have  been  eliminated  or  reduced  include  the  following.  Until  the  1980*8, 
interest  rate  regulation  protected  the  flow  of  funds  to  thrifts  (and  therefore  to  housing  finance) 
by  enabling  them  to  offer  higher  rates  on  deposits  than  banks.  Until  1989,  savings  associations 
and  other  thrift  institutions  had  exclusive  access  to  the  Federal  Home  Loan  Bank  System,  which 
was  intended  to  give  these  institutions  a  stable,  low-cost  source  of  funds  to  further  their  hoxosing 
finance  mission.  Until  1986,  the  bad  debt  deduction  available  to  thrifts  produced  substantial  tax 
savings.  The  1986  amendments  to  the  tax  code  cut  back  on  available  savings  by,  among  other 
things,  reducing  the  maximum  permissible  deduction  for  qualifying  real  property  loans  from  40 
percent  of  taxable  income  to  8  percent. 
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moderate-income  portions  of  their  communities.  The  requirement  that  savings  asso- 
ciations be  subject  to  capital  requirements  no  less  stringent  than  the  standards  that 
apply  to  national  banks  ensured  that  savings  associations  would  compete  against 
banks  in  a  prudent  fashion. 

When  all  of  the  regulatory  costs  imposed  on  savings  associations  are  coupled  with 
the  loss  of  many  offsetting  benefits,  however,  the  result  is  an  industry  that  has  be- 
come far  less  competitive. 

For  example,  at  December  31,  1983,  savings  association  assets  totaled  $814  bil- 
lion. This  represented  30  percent  of  all  assets  of  federally-insured  depository  institu- 
tions at  that  time.  At  year-end  1993,  savings  association  assets  had  declined  to  $800 
billion,  representing  only  15  percent  of  all  assets  of  federally-insured  depository  in- 
stitutions. 

A  decade  ago,  savings  associations  originated  40  percent  of  all  residential  mort- 
gage loans.  Commercial  banks  originated  22  percent,  while  mortgage  banks  origi- 
nated 29  percent  and  other  types  of  lenders  7.8  percent.  While  savings  associations 
continue  to  be  significant  contributors  in  this  market,  originating  18  percent  of  resi- 
dential mortgage  loans  in  1993,  their  share  of  the  market  is  down  substantially  as 
compared  with  10  years  earlier.  Commercial  banks,  meanwhile,  increased  their  mar- 
ket share  slightly  to  26  percent,  but  mortgage  banks  more  than  doubled  their 
share — to  52  percent  of  the  residential  mortgage  loan  market. 

One  of  our  country's  great  resources  is  its  dynamic  and  vibrant  financial  markets. 
As  a  consequence  of  technology,  innovation  (including  securitization  of  assets),  and 
changing  demographics,  the  role  of  traditional  depository  institutions  is  changing. 
Demand  for  various  products  changes  over  time,  causing  market  shares  to  shift.  The 
fact  that  financial  markets  are  responsive  to  change  is  one  of  the  strengths  of  our 
system.  Ultimately,  market  forces  should  determine  the  relative  roles  of  the  various 
sectors  comprising  our  financial  services  system. 

My  concern  witn  the  present  structure,  however,  is  that  there  are  a  number  of 
forces  at  work  that  are  not  based  on  the  market.  One  unintended  consequence  of 
these  nonmarket  forces  may  be  that  savings  associations  will  slowly  shrink  in  im- 
portance, not  because  they  are  failing  to  serve  their  customers,  but  because  a  unique 
set  of  regulatory  costs  makes  doing  business  as  a  savings  association  too  expensive. 
Another  unintended  consequence  may  be  that  savings  associations,  perversely,  may 
be  encouraged  to  take  on  more  risk  in  an  efTort  to  generate  rates  of  return  that  are 
comparable  to  those  of  their  competitors. 

The  following  is  a  brief  description  of  some  of  the  regulatory  costs  that  savings 
associations  currently  bear.  These  costs  are  borne  by  some,  but  not  all,  of  the  enti- 
ties against  which  savings  associations  compete.  Many  of  these  items  are  the  result 
of  policies  that  were  originally  adopted  to  accomplish  a  worthwhile  objective.  Taken 
together,  however,  they  combine  to  create  a  regulatory  environment  that  subjects 
savings  associations  to  substantial  regulatory  costs. 

A.  Only  Savings  Associations  Are  Required  To  Be 
Members  of  the  Federal  Home  Loan  Bank  System 

Federal  savings  associations  are  statutorily  rec^uired  to  belong  to  the  Federal 
Home  Loan  Bank  System.^'  State  savings  associations  are  currently  required  to  be 
Federal  Home  Loan  Bank  System  members  by  regulation.^®  Other  federally-insured 
depository  institutions  (including  State  savings  banks  and  commercial  banks  that 
hold  as  Uttle  as  10  percent  of  their  assets  in  residential  mortgage  loans)  are  per- 
mitted, but  not  required,  to  be  Federal  Home  Loan  Bank  members.  Thus,  savings 
associations  that  wish  to  attain  voluntary  member  status  must  convert  to  a  State 
savings  bank  or  commercial  bank  charter. 

Mandatory  membership  is  problematic  because  the  Federal  Home  Loan  Banks 
have  been  targeted  as  a  source  of  funds  for  housing  programs  and  for  the  cost  of 
cleaning  up  the  savings  and  loan  crisis.  In  1987,  $680  million  of  the  Federal  Home 
Loan  Bank's  retained  earnings  were  taken  to  cover  start  up  costs  for  the  FICO. 
When  FIRREA  was  enacted  in  1989,  another  $2.5  billion  of  the  Federal  Home  Loan 
Bank's  remaining  retained  earnings  were  used  to  cover  start  up  costs  for  the  Resolu- 
tion Funding  Corooration  (REFCORP). 

In  addition,  FERREA  imposed  two  new  ongoing  levies  on  the  Federal  Home  Loan 
Banks.  First,  the  Banks  are  required  to  pay  $300  million  per  year  to  cover  interest 
payments  on  bonds  issued  by  REFCORP.  Second,  the  banks  are  required  to  pay  at 
least  $75  million  per  year  into  a  FIRREA-mandated  Affordable  Housing  Program. 


»  12  U.S.C.  §§  1426(e)  and  1464(0. 

^  Under  a  rule  adopted  by  the  OTS  last  year,  mandatory  membership  for  State  savings  asso- 
ciations will  expire  effective  April  19,  1995.  12  CFR  §563.49. 
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Beginning  next  year,  the  levy  for  the  AfTordable  Housing  FVogram  will  increase  to 
at  least  $100  million. 

These  levies  imposed  against  the  Federal  Home  Loan  Banks  have  a  direct  impact 
on  savings  associations,  since  64  percent  of  the  equity  of  the  Federal  Home  Loan 
Bank  System  is  still  owned  by  savings  associations.  Levies  on  the  Federal  Home 
Loan  Banks  directly  reduce  the  retained  earnings  of  and  dividends  paid  by  the 
Banks.  Thus,  the  return  on  Federal  savings  associations'  mandatory  Federal  Home 
Loan  Bank  investments  have  dropped  since  the  enactment  of  FIRREA.  Another  con- 
cern for  some  savings  associations,  however,  is  that  Bank  System  equity  and  income 
could  again  be  tapped  by  the  Federal  Government  for  afTordable  housing  or  other 

eurposes.  The  objective  of  most  savings  associations  is  not  to  leave  the  Federal 
[ome  Loan  Bank  System  now,  but  to  have  that  option  in  the  future. 

B.  Savings  Associations  Are  Limited  in  Their  Ability  to 

Diversify  Their  Lending,  But  the  Benefits  of  Specialization 
In  Housing  Finance  Are  No  Longer  Uniquely  Available  To  Them 

Savings  associations  are  required  to  be  "qualified  thrill  lenders"  (QTL's),  that  is, 
their  portfolios  must  contain  65  percent  home  mortgages  or  other  housing-related 
assets.^'  The  statute  prescribes  penalties  for  a  savings  association's  failure  to  meet 
the  QTL  test,  including  restrictions  on  activities,  branching,  and  eligibility  for  Fed- 
eral Home  Loan  Bank  advances.  Savings  associations'  commercial  lending  authority, 
and  therefore  their  ability  to  lend  to  small  businesses,  is  limited  by  statute  to  a 
small  percentage  of  their  assets. 

Commercial  banks  have  no  credit  concentration  requirements  and  may  make  un- 
limited amounts  of  small  business,  or  other  commercial,  loans  subject  to  safety  and 
soundness  requirements  imposed  by  the  OCC,  the  FDIC,  or  by  their  State  regulator. 
In  States  that  offer  a  State  savings  bank  charter,  that  charter  is  usually  designed 
to  allow  the  institution  to  engage  in  business  with  fewer  restrictions  on  powers  than 
apply  to  traditional  thrifts  (i.e.,  savings  associations).  For  example,  State  savings 
banks  are  not  required  to  comply  with  the  QTL  test  that  applies  to  savings  associa- 
tions. Thus,  even  if  they  wish  to  concentrate  in  housing-related  lending,  State  sav- 
ings banks  may  have  greater  fiexibility  to  pursue  other  lines  of  business. 

While  savings  associations  are  unable  to  diversify  their  lending  activities  to  the 
same  extent  as  the  institutions  with  whom  they  compete,  their  competitors  m.ay  be 
eligible  for  certain  benefits  designed  to  encourage  housing  finance.  For  example, 
commercial  banks.  State  savings  banks  (and  other,  uninsured  entities)  may  also 
qualify  for  Federal  Home  Loan  Bank  membership  and  thus  have  access  to  Federal 
Home  Loan  Bank  advances  if  they  hold  just  10  percent  of  their  assets  in  residential 
mortgages.  Like  savings  associations,  State  savings  banks  may  be  able  to  obtain  cer- 
tain tax  advantages  if  they  meet  a  separate  "thriftness"  test  set  forth  in  the  tax 
code.^®  Insured  credit  unions  pay  no  income  tax. 

C.  Safety  and  Soundness  and  Compliance  Requirements 

Are  Not  Comparable  in  Some  Important  Respects 

A  reason  for  the  decline  in  savings  associations'  share  of  the  residential  mortgage 
loan  market  is  the  dramatic  growth  in  the  Government-subsidized  secondary  mort- 
gage market  companies,  Fannie  Mae,  PVcddie  Mac,  and  Ginnie  Mae.  These  enter- 
prises buy  mortgages  from  all  types  of  lenders — uninsured  mortgage  bankers  as  well 
as  insured  depository  institutions.  The  secondary  market  made  by  Fannie  Mae  and 
Freddie  Mac  (whose  obligations,  though  not  officially  backed  by  the  full  faith  and 
credit  of  the  United  States,  are  perceived  by  their  investors  to  enjoy  an  implicit  Fed- 
eral Government  guarantee)  and  the  secondary  market  made  by  Ginnie  Mae  (whose 
obligations  are  backed  by  the  full  faith  and  credit  of  the  United  States)  has  enabled 
uninsured,  and  largely  unregulated,  competitors  to  cut  thrifts'  market  share  of  resi- 
dential mortgage  lending  substantially  over  the  last  decade. 

As  portfolio  lenders,  savings  as.sociations  compete  with  F'annie  Mac  and  Freddie 
Mac,  both  of  which  are  more  highly  leveraged/'*'  Yet  savings  associations  face  sig- 


"See  12  U.S.C.  §  1467a(m)  (Homeowners'  Loan  Act  QTL  test). 

^In  general,  under  sections  593  and  7701(aX19)  of  the  Internal  Revenue  Code,  thrift  institu- 
tions that  qualify  as  "domestic  building  and  loan  associations"  (by  holding  at  least  60  percent 
of  their  assets  in  home  loans  and  certain  other  assets)  are  permitted  to  take  an  annual  bad  debt 
deduction  of  up  to  8  percent  of  taxable  inwimc,  even  when  actual  loan  losses  are  less  than  this 
amount.  The  purpose  of  this  provision  is  to  encourage  thrifts  to  make  home  loans.  See  H.R.  Rep. 
No.  413,  9l8t  Cong.,  Ist  Sess.,  reprinted  in   1969  U.S.  Code  Cong.  &  Admin.  News  1645,  1775. 

^Savings  associations  face  higher  capital  rcquiremenLs  than  the  Government  Sponsored  En- 
terprises (GSE's).  As  was  noted  in  a  recent  rcpcirt  on  the  housing  finance  system: 

'The  GSP^s'  risk-based  capital  standard  is  almost  certainly  less  stringent  than  the  standard 
for  thrifts  and  banks,  and  the  minimum  standard  clearly  is  lower.  Depository  institutions  must 
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nificantly  hi^er  capital  requirements  than  the  Government  Sponsored  Enterprises 
(GSE's).  Other  competitors  are  similarly  subject  to  different,  less  restrictive  safety 
and  soundness  requirements. 

Compliance  requirements  also  differ  from  one  type  of  institution  to  another.  I 
have  already  noted  the  indirect  subsidy  that  uninsured  lenders  enjoy  by  virtue  of 
their  access  to  a  secondary  mortgage  market  reinforced  by  investor  perception  of  an 
implicit  Federal  Government  guarantee.  There  are  additional  differences,  however. 
Some  lenders,  including  uninsured  lenders  and  credit  unions  whose  deposits  are  fed- 
erally-insured, have  not  to  date  been  asked  to  conform  their  lending  operations  with 
obligations  similar  to  those  required  by  the  Community  Reinvestment  Act.  The  cost 
of  doing  business  is  lowered  for  these  institutions  because  their  compliance  costs  are 
lower.  More  importantly  from  a  public  policy  perspective,  their  potential  contribu- 
tion to  community  lending  and  aflordable  housing  is  lost. 

D.  Savings  Associations  (and  National  Banks)  Pay  Higher 

Supervisory  Costs  Than  Other  Insured  Depository  Institutions 

The  cost  of  Federal  supervision  of  depository  institutions  should  be  allocated  fairly 
among  the  various  types  of  institutions  so  as  not  to  give  any  charter  class  a  competi- 
tive advantage.  At  present,  the  cost  of  Federal  supervision  is  not  shared  on  a  pro- 
rata or  equitable  basis  by  the  different  classes  of  federally-suoervised  depository  in- 
stitutions. This  has  placed  savings  associations  and  national  banks  at  a  competitive 
disadvantage  vis-a-vis  other  depository  institutions. 

The  OTS,  which  supervises  savings  associations,  and  the  OCC,  which  supervises 
national  banks,  charge  the  institutions  under  their  supervision  exolicit  assessment 
fees  to  cover  the  cost  of  supervision.  In  contrast,  the  FDIC,  which  is  the  primary 
Federal  supervisor  of  nonmember  State  banks  and  State  savings  banks,  and  the 
Federal  Reserve,  which  supervises  State  member  banks  and  bank  holding  compa- 
nies, do  not  charge  an  explicit  assessment  fee  to  the  institutions  under  their  super- 
vision. Both  the  FDIC  and  the  Federal  Reserve  are  authorized  to  charge  for  their 
supervisory  services,  but  have  chosen  not  to  do  so. 

The  FDIC's  supervisory  expenses  are  funded  with  insurance  premiums  and  the 
FDIC's  insurance  premium  scnedules  do  not  differentiate  between  nonmember  State 
banks  and  State  savings  banks  and  other  insured  institutions.  As  a  result,  savings 
associations  and  national  banks  are  subsidizing  the  costs  that  the  FDIC  incurs  to 
examine  nonmember  State  banks  and  State  savings  banks. 

Similarly,  the  Federal  Reserve  does  not  charge  for  State  member  bank  examina- 
tions and  bank  holding  company  inspections.  The  Federal  Reserve's  supervisory  ex- 
penses are  funded  with  revenues  generated  from  reserves  that  are  held  with  the 
Federal  Reserve  by  depository  institutions. 

E.  Summary 

The  disproportionately  high  regulatory  costs  imposed  on  savings  associations  sug- 

f[ests  a  need  to  re-evaluate  the  role  savings  associations  are  expected  to  play  in  the 
inancial  services  system  in  the  future.  The  Riegle-Neal  Interstate  Banking  and 
Branching  Efficiency  Act  of  1994  directs  the  Secretary  of  the  Treasury,  after  con- 
sultation with  an  Advisory  Commission  on  Financial  Services  and  various  Federal 
financial  regulatory  agencies,  to  conduct  a  study  of  matters  relating  to  the  strengths 
and  weaknesses  of  the  United  States  financial  services  system.  We  hope  that  the 
future  role  of  savings  associations  as  special  providers  of  housing  credit  will  be  a 
major  part  of  that  study. 

The  challenges  facing  savings  associations  are  difficult.  At  the  Federal  level,  we 
should  do  all  we  can  to  ensure  that  the  value  in  the  industry — its  capital,  its  earn- 
ings, the  housing  it  fosters,  the  credit  it  provides,  and  the  jobs  it  creates--is  not  lost 
through  our  failure  to  understand  the  consequences  of  a  patchwork  of  policies. 

VI.  The  Future  of  the  Thrift  Regulator 

Uncertainty  regarding  the  future  of  savings  associations  also  affects  the  OTS. 
During  the  first  few  years  afler  FIRREA,  most  of  the  shrinkage  among  savings  asso- 
ciations was  due  to  the  resolution  of  failed  institutions  transferred  to  the  RTC.  Dur- 
ing the  last  2y2  years,  however,  the  vast  majority  of  savings  associations  that  gave 
up  their  charters  did  so  voluntarily,  primarily  through  mergers  and  charter  conver- 


have  4  percent  capital  against  a  mortgage  in  their  portfolio,  while  the  GSE'e  must  only  have 
2.5  percent.  If  a  mortgage  is  securitized  by  the  GSE's  and  the  security  is  held  by  a  thrill  or 
bank,  total  capital  is  still  less:  2.05  percent,  consisting  of  1.6  percent  for  the  depository  institu- 
tion to  protect  against  interest  rate  risk  and  0.45  percent  for  the  GSE  to  protect  against  credit 
risk." 

J.C.  Weicher,  "The  New  Structure  of  the  Housing  Finance  System."  Federal  Reserve  Bank  of 
St  Louis,  July/August  1994,  page  58. 
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sions.  Since  FIRREA,  a  total  of  506  savings  associations,  almost  20  percent  of  all 
savings  associations  in  existence  when  FIRREA  was  enacted,  have  voluntarily  elect- 
ed to  convert  to,  or  to  merge  into,  State  savings  banks  or  commercial  banks.  During 
1992,  savings  associations  with  $44.5  billion  in  assets  voluntarily  gave  up  their 
charters.  During  1993,  savings  associations  with  $49.8  billion  did  so,  an  increase  of 
12  percent  over  the  prior  year. 

Although  many  national  and  State  banks  also  are  reorganizing  and  consolidating, 
savings  associations  alone  are  shrinking  in  terms  of  aggregate  assets.  During  1993, 
despite  some  conversions  by  national  banks  to  the  State  bank  charter  form,  total 
national  bank  assets  increased  by  4.8  percent.  In  that  same  year,  total  State 
nonmember  bank  assets  increased  by  7.3  percent,  and  total  State  member  bank  as- 
sets increased  by  12.5  percent.  During  1993,  total  assets  of  savings  associations  de- 
clined by  6  percent. 

The  following  table  shows  the  level  of  activity  in  Oakar  mergers,  Sasser  charter 
conversions,  and  RTC  transfers  since  FIRREA. 

Office  of  Thrift  Supervision 
Oakar  Mergers,  Sasser  Conversions,  RTC  Transfers 

1989  to  Year-to-Date  1994;  Dollar  Values  in  Billions 


Oakars 

Saasers 

RTC 

No. 

Assets 

No. 

Assets 

No. 

Assets 

1989 

0 

0 

0 

0 

320 

$134.7 

1990 

7 

$4.2 

27 

$4.1 

213 

129.2 

1991 

23 

4.9 

54 

1X4 

145 

78.8 

1992 

42 

24.2 

116 

20J 

59 

44.2 

1993 

43 

21.1 

126 

28.7 

7 

6.0 

1994 

33 

18.2 

35 

11.4 

1 

0.1 

Total 

148 

$72.6 

358 

$76.9 

745 

$393.0 

Sasser  Breakdown;  Conversions  to: 

Savings  Commercial   National 
Bank  Bank  Bank        Total 


1989 

0 

0 

0 

0 

1990 

6 

18 

3 

27 

1991 

29 

17 

8 

54 

1992 

106 

6 

4 

116 

1993 

110 

13 

3 

126 

1994 

26 

4 

5 

35 

Total 

277 

58 

23 

358 

NotK  The  ■tniriffl  for  Oakar  ■id  Suaar  uiinxufu  •!«  for  ififxuvmii. 
:OTS 


This  significant  shrinkage  in  the  OTS-supcrvised  thrill  industry  has  consequences 
for  the  industry's  regulator  as  well.  Because  OTS  is  funded  by  collecting  a  separate 
assessment  based  on  savings  associations'  assets,  its  revenues  decline  as  the  indus- 
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try's  assets  decrease.  The  industry's  shrinkage  has  been  very  rapid,  and  we  project 
that  more  industry  shrinkage  will  occur. 

We  have  recognized  that  the  agency  needs  to  shrink  along  with  the  industry. 
Shortly  after  FIRREA  passed,  the  OTS  had  3,389  employees.  Bv  June  of  1994,  we 
had  only  1,771.  This  represents  a  decrease  of  48  percent,  which  has  been  accom- 

f>lished  through  a  combination  of  attrition,  early  outs,  and  multiple  reductions  in 
orce.  Staff  cuts  over  the  last  4  years  have  averaged  over  12  percent  each  year.  Al- 
though we  have  cut  our  staff  almost  in  half,  our  expenses  currently  do  not  match 
declining  revenues.  We  will,  therefore,  need  to  cut  staff  even  further  in  order  to  stay 
within  reasonable  internal  budget  guidelines. 

The  choices  are  difficult  ones,  as  they  are  for  all  organizations  facing  decreased 
funding.  Increasing  our  assessment  is  likely  to  place  even  greater  pressure  on  sav- 
ings associations  considering  the  cost  reductions  that  can  be  gained  by  converting 
to  a  State  savings  bank  charter.  But  we  are  obligated  to  see  that  the  agency  is  ftind- 
ed  at  levels  sufficient  to  continue  to  achieve  effective  supervision  of  the  industry. 
In  the  near  term  we  believe  that  this  can  be  done — that  we  can  continue  our 
downsizing  program  while  maintaining  a  vigilant  and  effective  program  of  super- 
vision. 

In  the  longer  term,  however,  the  tension  between  our  twin  goals  of  continuing  to 
downsize  and  retaining  qualified  staff  with  the  skills  necessary  to  supervise  sophis- 
ticated financial  institutions  may  well  grow.  As  I  noted  when  I  testified  before  this 
Committee  last  March,  it  is  difficult  to  retain  employees,  particularly  those  with  the 
most  sophisticated  and  most  marketable  skills,  in  the  face  of  a  downsizing  program 
that  has  continued  unabated  for  over  5  years.  Hiring  new  employees  for  any  but 
the  most  critical  agency  functions  is  inappropriate  given  our  need  to  shrink  and,  in 
any  event,  difficult  given  the  way  in  which  job  candidates  are  likely  to  view  their 
career  prospects  at  an  agency  whose  future  is  uncertain. 

The  Comprehensive  Kegulatory  Consolidation  Plan  that  the  Administration  pro- 
posed earlier  this  year  would  have  resolved  these  issues  by  establishing  a  single  reg- 
ulator funded  in  a  predictable  and  equitable  way.  But  failing  enactment  of  a  consoli- 
dation olan  in  the  next  Congress,  it  will  be  necessary  to  consider  alternative  solu- 
tions. One  of  the  lessons  of  FIRREA  is  that  Federal  supervisory  efforts  cannot  be 
permitted  to  deteriorate.  I  believe  we  must  plan  now  to  ensure  that  does  not  happen 
again. 

Vn.  Conclusion 

Savings  associations  have  come  a  very  long  way  since  the  enactment  of  FIRREA 
5  years  ago.  The  industry  that  has  survived  deserves  credit  for  the  substantial  gains 
it  has  made.  But  there  is  much  that  remains  to  be  done.  In  particular,  the  capital- 
ization of  the  SAIF  and  the  impending  disparity  in  insurance  premium  rates  should 
be  addressed  promptly.  I  am  hopeful  that  tne  issues  I  have  discussed  with  you  today 
will  form  a  part  of  this  Committee's  agenda  in  the  next  Congress. 

Finally,  Mr.  Chairman,  on  behalf  of  the  OTS,  I  thank  you  for  your  leadership  and 
service  on  this  Committee  and  wish  you  well  as  you  re-enter  private  life. 
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PREPARED  STATEMENT  OF  NORMAN  E.  IVAMOURS 

Chairman,  National  Credit  Union  Administration,  Washington,  DC 

September  22,  1994 

Chairman  Riegle  and  Members  of  the  Committee,  it  is  a  particular  pleasure  and 
an  honor  to  appear  before  this  distinguished  panel.  As  you  conclude  a  long  and  dis- 
tinguished congressional  career,  I  want  to  personally  thank  you,  Mr.  Chairman,  for 
your  service  to  our  Nation  and  for  the  personal  kindnesses  shown  to  me  over  several 
years.  I  wish  you  continued  success  and  health. 

Mr.  Chairman,  federally-insured  credit  unions  continue  to  be  strong  and  in  good 
health  and  the  Share  Insurance  Fund  enjoys  a  capital-to-insured  shares  ratio  that 
stands  at  1.27  percent  and  will  probably  end  this  year  at  1.30  percent.  Credit  union 
performance  has  been  exceptional  during  the  first  half  of  this  year  and  insurance 
losses  in  fiscal  year  1994  are  the  lowest  in  many  years. 

These  are  good  times  for  the  credit  union  system.  During  the  first  6  months  of 
1994,  federally-insured  credit  unions  have  performed  admirably  by  all  objective 
standards.  Total  assets  in  these  12,138  credit  unions  rose  4.6  percent  to  $289  billion. 

For  the  first  time  since  1988,  loan  growth  exceeded  share  growth.  Loans  increased 
6.1  percent  to  $161.4  billion  and  shares  grew  4.5  percent  to  $257  billion,  bringing 
the  loan-to-share  ratio  to  62.6  percent.  Delinquency  declined  by  10  p)ercent,  to  0.9 
percent  of  total  loans. 

Credit  union  capital  grew  5.8  percent,  to  $28.5  billion,  and  the  capital-to-asset 
ratio  reached  9.8  percent  on  June  30,  the  highest  level  ever  and  the  ninth  consecu- 
tive year  in  which  capital  increased. 

Since  1988,  the  number  of  troubled  (CAMEL  rated  4  or  5)  credit  unions  has 
dropped  by  two-thirds  and  the  assets  in  these  credit  unions  compared  to  total  assets 
dropped  80  percent.  From  1,022  troubled  credit  unions  in  1988  we  had  318  troubled 
credit  unions  on  June  30.  In  1988,  the  ratio  of  assets  in  troubled  credit  unions  to 
total  credit  union  assets  registered  6.3  percent  compared  to  1.04  percent  today. 

Involuntary  liquidations  and  assisted  mergers  of  federally-insured  credit  unions 
declined  to  71  in  1993,  a  20-year  low.  There  were  164  such  liquidations  and  mergers 
in  1990,  130  in  1991,  and  114  in  1992.  There  have  been  only  30  liquidations  and 
assisted  mergers  thus  far  in  1994.  This  Committee  is  well  aware  that  credit  unions 
have  prospered  in  spite  of  the  crises  and  hard  times  that  afflicted  other  financial 
institutions. 

When  I  took  office  as  NCUA  Chairman  last  November,  there  were  several  issues 
that  I  felt  needed  attention  and  the  NCUA  Board  has  begun  to  address  them. 

Credit  Union  Lending 

One  long-standing  issue  for  credit  unions  has  been  the  disparity  between  share 
growth  and  loan  growth.  Until  1980,  the  loan-to-share  ratio  was  over  90  percent. 
But,  in  1980  the  ratio  dropped  precipitously — from  91.5  percent  to  77.4  percent.  It 
continued  to  decline  and  in  June  1993,  the  loan-to-share  ratio  reached  its  lowest 
point,  59.8  percent. 

Given  credit  union  philosophy  and  history,  this  issue  must  be  squarely  addressed. 
Lending  is  never  risk  free.  No  financial  institution,  especially  a  credit  union,  should 
seek  an  objective  of  zero  delinquency  and  zero  loan  losses.  Credit  unions  must  take 
reasonable  risks  and  make  character  loans  while  seeking  to  build  or  maintain 
strong  earnings  and  adequate  capital.  In  a  recent  Letter  to  Credit  Unions,  we  em- 
phasized that  the  very  best  investment  a  credit  union  can  make  is  a  loan  to  a  mem- 
ber. While  emphasizing  the  need  for  safe  and  sound  lending,  that  letter  stressed: 

If  a  credit  union  has  strong  capital,  sound  charge-off  procedures,  and  a  reason- 
able level  of  delinquency,  we  think  it  should  aggressively  market  consumer  loans. 
In  the  best  credit  union  tradition,  a  portion  of  your  portfolio  could  be  directed  at 
the  credit  union  member  who  may  not  have  the  best  credit  history,  assets,  or  em- 
ployment record.  This  is  not  an  endorsement  of  bad  loans,  but  rather  a  recognition 
that  credit  unions  are  willing  to  take  reasonable  steps  to  help  meet  their  mem- 
bers' credit  needs.  {Letter  to  Credit  Unions  No.  154 — See  Attachment  1.) 

For  credit  unions  to  achieve  a  higher  loan-to-share  ratio  also  requires  greater 
flexibility  on  the  part  of  NCUA.  Today,  NCUA  is  striving  not  to  overemphasize  de- 
linquency ratios  and  loan  losses.  We  have  begun  to  look  more  at  each  credit  union's 
risk  management  strategy  and  at  management's  ability  to  plan  for  and  match  the 
risks  presented  by  credit  quality,  interest  rate  changes,  capital  support,  liquidity, 
and  other  risk  factors. 
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Corporate  Credit  Unions 

Soon  after  I  became  Chairman,  we  confronted  a  number  ofproblems  associated 
with  the  structure  and  investments  of  coiporate  credit  unions.  The  corporate  system 
was  expanding  in  a  haphazard  manner,  the  result  of  powers  being  granted  by  waiv- 
er without  any  eye  toward  how  the  system  was  evolving.  We  had  just  begun  to  ad- 
dress this  problem  when  the  collapse  of  Banco  Espanoi  de  Credito  (Banesto)  con- 
firmed our  Delief  that  a  comprehensive  plan  for  the  future  development  of  the  cor- 
porate system  must  be  developed. 

Upon  learning  of  the  Banesto  investment,  NCUA  immediately  called  in  U.S. 
Central  officials.  Also  at  our  request,  U.S.  Central  and  the  corporates  agreed  to  im- 
mediately suspend  any  further  foreign  investments.  Following  that  meeting  the 
Board  ordered  a  thorough  180-day  study  of  the  entire  corporate  system  and  its  over- 
sicht  by  NCUA. 

Five  distinguished  academics  and  professionals  made  up  the  corporate  study  com- 
mittee. Their  recommendations  corroborated  many  of  the  findings  of  the  1991  GAO 
study  mandated  by  Congress.  The  corporate  study  is  now  complete  and  I  would  like 
to  submit  it  for  the  record.  The  NCUA  Board  intends  to  issue  regulations  in  the 
neeir  future  that  will  address  many  of  the  capital,  investment,  and  other  problems 
cited  in  the  corporate  study  and  the  GAO  report. 

Credit  union  trade  associations  created  the  present  44  corporates  to  serve  the  fi- 
nancial needs  of  member  credit  unions.  U.S.  Central  Corporate  Credit  Union,  one 
of  the  44  corporates,  was  created  to  serve  the  other  corporates.  Almost  half  of  to- 
day's 44  corporate  credit  unions  are  closely  tied  to  their  State  credit  union  leagues, 
eitner  through  interlocking  boards,  management  arrangements,  or  both. 

The  present  corporate  system  has  served  credit  unions  very  well,  but  the  current 
structure  creates  a  real  potential  for  conflicts  of  interest  and  such  conflicts  have  oc- 
curred. There  is  also  the  unfortunate  reality  of  an  appearance  of  conflict  of  interest. 
When  the  credit  union  system  was  much  smaller  in  asset  size  and  when  liquidity 
and  central  service  sources  were  denied  it,  the  corporate  structure  might  have  been 
tolerable  despite  its  flaws.  But  growth  and  increasing  complexity  of  the  credit  union 
system  and  its  financial  operations  cannot  be  ignored. 

To  minimize  the  conflicts  of  interest,  the  NCUA  Board  last  week  issued  for  public 
comment  a  proposed  rule  that  will,  if  adopted,  require  that  at  least  a  majority  of 
a  corporate  credit  union's  directors,  including  the  chair,  be  individuals  who  rep- 
resent member  credit  unions  and  do  not  serve  as  officers,  directors,  or  employees 
of  credit  union-related  associations. 

There  is  very  strong  opposition  by  a  number  of  corporates  and  credit  union 
leagues  to  these  proposed  changes,  but  we  believe  a  significant  majority  of  credit 
union  leaders  and  members  suppxjrt  our  goals. 

As  corporates  have  grown,  the  NCUA  Board  has  moved  to  protect  the  system.  In 
1992,  the  Board  transferred  the  supervision  of  corporates  from  the  agency's  regional 
offices  to  our  central  office.  Examiners  remain  in  tne  field,  but  efficiency  and  coordi- 
nation have  improved.  This  year,  at  my  request,  the  NCUA  Board  established  a  sep- 
arate Office  of  Corporate  Credit  Unions  that  has  sole  responsibility  for  the  corporate 
examination  and  supervision  program.  This  office  reports  directly  to  the  NCUA 
Board.  We  are  working  to  significantly  upgrade  the  professionalism,  competence,  ex- 
pertise, and  effectiveness  of  our  corporate  examiners. 

Small  Credit  Unions 

Another  area  that  greatly  concerned  me  is  the  paucity  of  new  charters  being 
granted  and  the  dramatic  decline  in  the  number  of  small  credit  unions. 

Ten  years  ago,  small  credit  unions  (those  under  $2  million  in  assets)  made  up 
about  two-thirds  (10,564)  of  all  federally-insured  credit  unions.  Today,  credit  unions 
of  that  size  number  only  4,132  or  approximately  one-third  of  all  federally-insured 
credit  unions.  Their  assets  today  are  1.2  percent  of  total  assets,  down  from  7.7  per- 
cent of  total  assets  10  years  ago. 

It  is  true  that  chartering  credit  unions  is  becoming  an  increasingly  complex  task. 
It  takes  expertise,  sophistication,  and  commitment.  Yet,  it  can  be  done  and,  I  be- 
lieve, by  working  with  the  credit  union  community,  we  will  encourage  the  prolifera- 
tion of  new  and  small  credit  unions.  The  creation  of  a  new  OfTice  of  Community  De- 
velopment Credit  Unions,  referred  to  below,  will  facilitate  this  development. 

This  year,  the  Board  has  also  adopted  a  new  Chartering  and  Field  of  Membership 
Manual  at  12  CFR  Part  701.  In  setting  the  policies  and  procedures  contained  in 
IRPS  94-1,*  we  were  guided  by  three  goals: 


^ThiB  Interpretive  Ruling  and  Policy  Statennent  (IRPS  94-1)  sets  forth  NCUA's  current  poli- 
ciee  and  procedures  for  granting  a  charter  and  permitting  change  to  a  Federal  credit  union  char- 
ter. IRPS  94-1  was  adopted  by  the  NCUA  Board  on  May  12,  1994.  and  replaces  the  Board's 
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•  To  provide  a  flexible  regulatory  environment  and  to  facilitate  credit  union  devel- 
opment consistent  with  the  Federal  Credit  Union  Act; 

•  To  implement  internal  policies  and  procedures  that  will  enable  NCUA  staff  to  re- 
spond quickly,  flexibly,  effectively,  and  consistently  to  chartering  smd  charter 
amendment  requests;  and 

•  To  make  quality  credit  union  service  available  to  aU  eligible  groups  who  wish  to 
have  it. 

An  important  outcome  of  IRPS  94-1  will  be  to  open  credit  union  service  to  more 
low-income  persons.  A  low-income  designated  credit  union  ^  primarily  serves  individ- 
uals who  have  little  or  no  access  to  the  traditional  financial  service  sector.  Since  the 
time  President  Clinton  was  elected,  NCUA  has  chartered  and/or  insured  30  new 
credit  unions.  More  than  75  percent  of  these  cooperatives  serve  minority  or  low-in- 
come communities.  As  Chairman  of  NCUA,  I  have  worked  to  encourage  the  creation 
of  these  credit  unions  and  to  ensure  people  of  low  and  moderate  income  gain  access 
to  financial  services. 

Part  of  FDICIA  is  the  Truth  in  Savings  Act  (12  U.S.C.  4301  et.  seq.)  which  man- 
dates the  terms  and  conditions  of  share  (deposit)  accounts.  Regulations  promulgated 
by  this  agency  to  implement  Truth  in  Savings  (TIS)  are  a  significant  hardship  for 
small  credit  unions  that  operate  with  very  small  volunteer  staffs  on  a  part-time 
basis.  In  order  to  ease  TIS  on  small  nonautomated  credit  unions,  NCUA  has  delayed 
their  need  to  comply  with  TIS  until  January  1996,  and  we  are  helping  them  with 
special  training  and  by  donating  used  surplus  computers  to  these  credit  unions. 

Community  Development  Credit  Unions 

Mr.  Chairman,  the  landmark  Community  Development  Financial  Institutions 
(CDFI)  legislation  (H.R.  3474)  properly  bears  your  name.  As  Chairman  of  NCUA, 
I  strongly  share  your  commitment  to  bring  financial  services  to  our  underserved 
rural  and  urban  communities.  We  look  forward  to  working  with  the  Community  De- 
velopment Financial  Institutions  Fund  while  fulfilling  our  safety  and  soundness  obli- 
gations under  the  Federal  Credit  Union  Act. 

Included  in  the  Riegle  Community  Development  and  Regulatory  Improvement  Act 
of  1994  is  a  $10  million  authorization  (over  4  years)  for  the  Community  Development 
Revolving  Loan  Fund  for  Credit  Unions.  The  National  Credit  Union  Administration 
was  given  the  responsibility  to  run  the  revolving  loan  program  in  1989.  Since  then 
the  Fund  has  revolved  $9,128  million  in  loans  to  52  low-income  credit  unions  from 
an  original  1979  appropriation  of  $6  million.  The  demand  for  loans  is  great  and  we 
are  confident  that  we  can  make  prudent  use  of  the  additional  funds  your  biU  pro- 
vides. 

Additionally,  one  of  my  first  actions  as  Chairman  of  NCUA  was  to  establish  with- 
in our  agency  a  separate  Office  of  Conmiunity  Development  Credit  Unions  reporting 
directly  to  the  Chairman  in  order  to  focus  our  attention  on  low-income  credit  unions 
and  facilitate  their  chartering. 

Home  Mortgage  Disclosure  Act  Compliance 

Very  shortly  after  I  took  office,  I  was  greeted  by  a  study  reported  under  the  Home 
Mortgage  Disclosure  Act  (HMDA),  showing  a  disparate  rate  of  mortga^  denials  for 
minority  members  of  credit  unions.  I  immediately  ordered  an  intensive  review  of 
credit  union  lending.  We  examined,  in  depth,  lending  practices  at  44  credit  unions 
in  20  States.  (See  Attachment  2.) 

That  review  found  no  evidence  of  overt  discrimination  by  credit  unions.  We  did 
find  many  reporting  errors  that  contributed  to  the  appearance  of  the  disparate 
treatment.  These  errors  were  the  result  of  careless  recordkeeping.  We  also  found 
that  many  credit  unions  adhered  strictly  to  secondary  market  standards,  even  for 
loans  they  did  not  plan  to  sell.  These  standards  tend  to  result  in  disparate  treat- 
ment because  of  how  they  impact  lower-income  people. 

Our  examiners  also  looked  at  chartering  and  field  of  membership  expansions  for 
evidence  of  discrimination  and  reviewed  a  number  of  conversions  to  community 
charter  for  evidence  of  exclusion  of  certain  population  segments.  The  study  found 
no  example  where  a  community  credit  union  or  field  of  membership  expansion  ex- 
cluded minority  areas  or  minority  members.  On  the  contrary,  it  found  that  commu- 


prior  policy  statement  on  chartering  and  field  of  membership  dated  December  1989 — IRPS  89- 
1. 

'NCUA  Rules  and  Regulations  Part  705.3  requires  a  credit  union  (in  order  to  receive  the  des- 
i^ation)  to  be  composed  of  a  majority  of  members  who  make  less  than  80  percent  of  the  average 
for  all  wage  earners  as  established  by  the  Bureau  of  Labor  Statistics  or  members  whose  annuial 
household  income  falls  at  or  below  80  percent  of  the  median  household  income  for  the  Nation 
as  established  by  the  Census  Bureau. 
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nity  credit  unions,  those  chartered  to  serve  a  specific  political  jurisdiction,  are  all- 
inclusive  of  the  population  within  their  jurisdictions. 

As  a  result  of  the  lending  study,  I  issued  Letter  to  Credit  Unions  No.  154  to  en- 
courage credit  unions  to  make  more  real  estate  loans  that  do  not  conform  to  second- 
ary market  standards  in  order  to  reach  more  minority  members.  Furthermore,  we 
expanded  our  fair  lending  training  for  examiners  and  regional  compliance  officers, 
we  appointed  a  compliance  officer  in  each  NCUA  regional  office,  we  published  and 
distributed  a  fair  lending  self-assessment  guide,  and  we  adopted  the  uniform  fair 
lending  examination  procedures  developed  by  Federal  financial  regulators. 

Credit  Union  Investments 

Credit  unions  were  chartered  and  the  Federal  Credit  Union  Act  was  enacted  in 
1934  for  specific  reasons.  According  to  the  Federal  Credit  Union  Act,  the  basic  mis- 
sion is  to  make  credit  more  available  "to  people  of  small  means  for  provident  pur- 
poses." Credit  unions,  regardless  of  size,  nave  for  the  most  part  remained  true  to 
their  original  mission,  but  we  must  be  very  watchful  that  they  not  veer  off  course. 
That  means  that  credit  unions  must  focus  on  making  loans  to  members  and  encour- 
aging thrift. 

Because  loan  growth  lagged  share  growth  for  so  many  years,  credit  unions  put 
their  excess  liquidity  into  investments.  Investments  rose  34.8  percent  in  1991  and 
28  percent  in  1992.  That  rise  slowed  in  1993  to  5  percent  and  was  only  2.4  percent 
dunng  the  first  half  of  1994.  But  investments  now  constitute  40  percent  of  the  as- 
sets 0?  federally-insured  credit  unions. 

There  is  a  much  greater  risk  in  some  of  the  investment  products  available  today. 
The  proliferation  of  mutual  funds  investments  and  their  increasing  complexity,  and 
rapid  portfolio  changes  have  made  it  more  difficult  for  credit  unions  to  determine 
if  an  individual  mutual  fund  is  permissible. 

Credit  union  investments  have  always  been  very  conservative  by  statute  and  reg- 
ulation. For  instance,  NCUA's  Rules  and  Regulations  strictly  limit  investments  m 
derivatives.  Investments  in  CMO's  and  REmIC's  are  permitted  only  if  thev  pass 
strict  average  life  and  sensitivity  tests.  Residuals,  such  as  stripped  mortgage-backed 
securities,  are  prohibited  unless  they  are  made  solely  to  reduce  interest  rate  risk. 
Federal  credit  unions  may  not  buy  or  sell  futures  contracts.  We  carefully  monitor 
compliance  by  credit  unions  with  these  strictures  and  continually  remind  credit 
unions  that  the  best  investment  a  credit  union  can  make  is  a  loan  to  a  member! 

We  remain  firmly  committed  to  annual  examinations  of  Federal  credit  unions  and 
we  work  in  close  cooperation  with  credit  union  State  supervisory  agencies.  We  will 
introduce  new  streamlined  automated  examinations  this  fall  which  will  be  used  by 
State  as  well  as  Federal  examiners. 

National  Credit  Union  Share  Insvirance  Fund 

The  strong  financial  performance  of  federally-insured  credit  unions  is  reflected  in 
the  health  of  the  National  Credit  Union  Share  Insurance  Fund  (NCUSIF).  The 
NCUSIF  equity  ratio  was  1.27  percent  on  August  31  or  $1.27  for  every  $100  in  in- 
sured shares.  The  fund  has  maintained  a  1.25  to  1.30  percent  equity  level  since  it 
was  recapitalized  with  credit  union  money  in  1985. 

The  Federal  Share  Insurance  Fund  came  into  existence  for  credit  unions  in  1970. 
In  24  years  the  National  Credit  Union  Insurance  Fund  has  never  experienced  a  los- 
ing year. 

After  relatively  high  insurance  losses  in  1991  ($163  million)  and  1992  ($112  mil- 
lion), losses  in  1993  were  only  $60  million.^  To  put  these  numbers  into  perspective, 
the  $60  million  loss  in  1993  represented  25  cents  for  every  thousand  dollars  of  in- 
sured shares.  Losses  in  1994  were  $26  million  at  the  end  of  August  and  we  expect 
to  close  this  year  at  or  very  near  this  level.  That  would  amount  to  only  10  cents 
per  thousand  dollars  of  insured  shares. 

Mr.  Chairman,  during  your  tenure  in  both  Houses  of  Congress,  you  have  played 
an  important  role  in  making  several  changes  that  have  significantly  and  beneficially 
affected  the  credit  union  system: 

•  The  establishment  of  an  independent  agency  and  Federal   share  insurance  in 
1970; 

•  Moving  to  a  three-member  board  from  a  single  administrator  and  creation  of  the 
Centr^  Liquidity  Facility  in  1978; 

•  Permanent  share  draft  authority  in  1978;  and 

•  The  recapitalization  of  the  National  Credit  Union  Share  Insurance  Fund  through 
an  innovative  depxjsit-based  "pay  as  you  go"  system  in  1984. 


'NCUA'b  fiscal  year  runs  from  October  1  through  September  30.  In  1995  we  will  switch  to 
a  fiscal  year  that  runs  from  January  I  to  December  31. 
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More  recently,  you  authored  a  series  of  credit  union  amendments  that  passed  the 
Senate  as  part  of  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of 
1991  (FDICIA/P.L.  102-242)  but  did  not  survive  the  conference.  Those  amendments 
and  GAO's  FIRREA-ordered  1991  credit  union  report  ■*  became  an  important  ref- 
erence point  that  resulted  in  several  important  regulatory  changes  made  by  the 
NCUA. 

For  instance,  NCUA  implemented  quarterly  and  expanded  financial  reporting, 
stronger  real  estate  guidelines,  tighter  business  lending  rules,  and  the  improved 
monitoring  of  federally-insured  credit  unions. 

Streamlining  the  Agency 

Since  assuming  the  chairmanship,  I  have  thoroughly  reviewed  our  central  and  re- 
gional offices  to  make  sure  that  we  have  sufficient  resources  to  meet  the  demands 
on  our  services.  But  in  compliance  with  President  Clinton's  and  Vice  President 
Gore's  directive,  I  also  wanted  to  make  sure  we  were  using  our  credit  union-pro- 
vided resources  as  efficiently  and  effectively  as  possible.  As  a  result  of  those  efforts, 
we  have  reduced  staff  and  realigned  our  divisions  and  in  doing  so  have  reduced  our 
annual  expenditures  by  about  $3  million. 

While  so  doing,  we  created  separate  offices  for  training,  community  development 
credit  unions,  and  corporate  credit  unions  to  better  allocate  resources  and  increase 
efficiencies  and  expertise.  Through  our  realignment,  we  have  also  increased  the 
number  of  women  and  minority  staff  members  in  supervisory  positions.  This  will  be 
an  ongoing  effort. 

Thank  you,  Mr.  Chairman  and  Members  of  this  Committee,  for  this  opportunity 
to  report  on  what  NCUA  has  been  doing  and  the  progress  we  are  making. 


*Ab  part  of  the  Financial  Institutions  Reform,  Recovery  and  Enforcement  Act  (FIRREA/P.L. 
101-73),  Congress  requested  GAO  to  take  a  comprehensive  look  at  credit  umions  and  NCUA. 
The  report  was  released  July  1991  and  entitled  Credit  Unions:  Reforms  for  Ensuring  Future 
Soundness  (GAO/GGD-91-85). 


136 

AHACHMENT  1 


NATIONAL  CREDIT  USIOX  ADMINISTRATION 
NATIONAL  CREDIT  L"NION  SHARE  INSURAxNCE  FL^ND 


LETTER 

TO  CREDIT  UNIONS 


LETTER  NO.    154 
DATE:       April  1994 


DEAR  BOARD  OF  DIRECTORS: 

The  Federal  Creait  Union  Act  says  credit  unions  are  to.  "...make  more  available  to 
peoDie  of  small  means  credit  for  provident  purposes...  ." 

No  other  financial  sector  has  such  a  charge.  It  is  one  of  many  cntical  differences 
between  credit  unions  ano  banKs. 

Today,  we  at  NCUA  are  operating  under  the  pnnciple  that  loans  to  memoers  are  the 
creait  union's  core  business.  The  future  of  credit  unions  is  not  as  investment  houses  or 
commercial  lenders.  The  very  best  investment  a  credit  union  can  make  is  a  loan  to  a 
member. 

Real  estate  loans  are  a  natural  part  of  helping  to  serve  the  credit  union  member  and  I 
would  like  to  dispel  a  few  apparent  misunderstandings  on  this  subject.  There  is  no  truth 
to  any  rumors  that  NCUA  has  imposed  an  arbitrary  limit  on  real  estate  loans.  A  credit 
union  may  make  as  many  real  estate  loans  as  it  wishes  as  long  as  it  has  the 
appropriate  staff,  management  caoacity,  and  a  well  thought  out  plan. 

Neither  is  there  any  reauirement  that  all  real  estate  loans  be  written  to  secondary 
market  standards    Wnting  to  seconaary  market  standards  is.  generally,  a  good 
business  practice.  However,  we  also  believe  that  a  certain  proportion  of  a  credit  union  s 
porrfolio  can  be  nonconforming  without  calling  that  credit  union's  lending  into  question. 
However,  your  board  should  have  aopropnate  underwriting  and  asset  liaoiiity 
management  policies  m  place  for  these  nonconforming  loans. 

If  a  creait  union  has  strong  caoital.  sound  charge-off  procedures,  and  a  reasonaole 
level  of  aelinquency.  we  think  it  should  aggressively  market  consumer  loans    In  the 
best  cedit  union  traaition.  a  ponion  of  your  portfolio  could  be  directea  at  the  credit 
union  memoer  wno  may  not  have  the  oest  credit  history,  assets  or  employment  recorc. 
This  iS  nfflxan  enacrsement  of  bad  loans,  but  rather  a  recognition  that  creait  unions  are 
willing  '.o  laKe  reasonaoie  steos  to  neio  meet  their  members'  creait  neeas 

For  cur  can.  we  at  NCUA  are  instructing  our  examiners  not  to  overemphasize  the 
mocrance  of  lov^  aeiinouency  ano  lean  losses,  thereoy  forcing  ceait  unions  to  tignten 
lencing  policies    Rather  than  fixating  on  maividual  ratios,  examiners  will  be  asKeo  to 
looK  at  overall  manaaement  ana  evaluate  a  credit  union  on  effective  nsk  management. 
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Lenaing  is  never  risK  free.  The  oDiect  is  not  zero  delinquency  and  zero  loan  losses 
Crecit  unions  snould  take  reasonaole  nsKS  -.vniie  seeking  to  build  or  maintain  strong 
earrings  ana  caoitai. 

Merrcers  want  loans  delivered  to  them  conveniently,  quickly,  efficiently  ana  at 
rc.Tcetitive  '■ates.   Creait  unions  must  asK  themselves  if  they  are  meeting  their 
.memoers  neeas  m  this  area.   Some  creait  unions  are  doing  very  vveil  m  lencing:  many 
are  -^ct.   NC'JA  recognizes  that  there  mignt  5e  creait  unions  with  good  ana  sufficient 
reason  for  low  loan  ratios  isuch  as  age  cr  status  of  memDersnio),  ana  we  are  asKing 
our  examiners  to  aadress  such  auestions  unaer  the  management  section  of  the  creait 
union  s  CAMEL  rating. 

C.'ec-:t  unions  with  strong  caoitai  snould  not  ze  automatically  adversely  affectea  dunng 
an  exam  simoly  because  they  are  trying  to  increase  memoer  lenaing.   Sucn  creait 
unic"s  that  ao  make  the  effon  to  increase  loan  ratios  ana  meet  memcers  neeas  wiil 
fina  NC'JA  flexible  on  the  CAMEL  ratios. 

Sut  let  us  be  very  clear.  Increasea  lending  must  be  accompaniea  by  a  demonstratea 
aoiiity  to  manage  any  resulting  increase  in  nsKs.  Safety  and  soundness  of  the  credit 
unici  ana  of  the  NCUSiF  will  not  be  compromised. 

It  IS  imoortant  that  the  management  of  the  credit  union  have  documentation 
demonstrating  their  plans  to  improve  loan  delivery.   Care  must  be  taKen  to  monitor 
levels  of  fixea  rate  or  long  term  investm.ents  ana  loans.   Now  is  the  time  to  think  and 
pian  your  strategies  for  funoing  loan  growth. 

Crecit  unions  are  unique  One  of  your  aistinctive  characteristics  has  traditionally  been 
an  acuity  ana  willingness  to  serve  those  often  ignorea  or  aoanaonea  by  otner  r'inanciai 
.nstituticns    A  renewea  commitment  to  souna  lending  is  wnotly  consistent  witn  the 
sceciai  ana  vital  roie  creait  unions  are  mtencea  to  piay  in  our  nation  s  economic  weil- 
beinc 


/;j^/2>^^^^ 


Norman  E.  DAmours 
Chairman 
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ATTACHMENT  TWO 

^^^   ^i^-^-—  C:ec\:  Ur;cr,  Acrr;ir,is:rc*:cr 


^ 


J   V-  .  .  V-  . 


REPORT  ON 

SPECIAL  EXASflNATIOSS  FOR 

DISCRJMISATORY  PRACTICES  BY  CREDIT  UyiOSS 

April  11,  1994 


This  repon  summarizes  the  findines  of  Reeiona]  Office  special  examinations  Lnto  t'leld  of 
membership  expansions,  commumty  chanered  credit  union  practices,  and  Fair  Lending 
by  selected  credit  unions  in  the  respective  regions.   The  special  examinations  were  to 
look  mto  r'leld  of  membenhip  expansions  and  community  chaner  acuviry  for  possible 
Jiscnminatory  practices  and  to  offer  further  insight  mto  the  significant  racial  and  ethnic 
differences  m  loan  denial  rates  at  credit  unions  as  evidenced  by  recent  Home  Mongage 
Disclosure  Act  data. 


FIELD  OF  NfENtBER5HrP  EXP.\NSIQNS 

In  general,  the  Regional  Offices  worked  through  their  Supervisory  ExammersiSEs)  to 
review  all  recent  expansions  by  credit  unions  under  their  supervision.  The  SEs  were  also 
directed  to  look  at  new  chaners  for  credit  unions  in  their  areas.   The  SEs  were  asked  to 
look  at  each  credit  umon  from  the  following  perspective: 

1 .  Has  the  credit  union  mtentionally  excluded  from  its  field  of  membership  geographic 
or  business  areas  for  low  mcome  or  minonty/cthmc  groups  m  its  field  of  membership 
requests .' 

2.  Is  there  any  indication  that  low  income,  minority,  or  ethnic  considerations  are  pan  of 
the  credit  union  s  expansion  policies  or  pracuces? 

3.  .Are  there  indications  of  any  other  problems  related  to  discnininaiion  in  lending  or  in 
other  areas? 

None  of  the  regions  found  any  evidence  whatsoever  of  any  oven  discnminauon  by  the 
credit  unions  reviewed.  The  bylaws  were  e.xammea  to  ensure  that  minonues  have  the 
potential  to  be  included  in  each  credit  union.  Regions  rcponed  that  many  recent  chaners 
were  by  mmonty  groups.   The  observauon  was  maae.  however,  that  some  credit  umons 
do  seek  groups  that  are  eligible  for  payroll  deduction  when  they  decide  to  expand.   The 
obser^atlon  was  also  made  that  discnminauon  ui  select  gixjup  expansion  would  be  very 
difficult  to  detect.  .A  number  of  convenions  to  commumry  chaner  were  reviewed  and. 
again,  areas  coniainine  mmonties  were  found  to  be  included  m  the  chaner. 
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CONtNfUNTTY  CHARTFR  ACTTVTnFJ; 

With  rsspec:  to  commumty  chaners.  several  areas  *ere  reviewed.  First,  the  regional 
ornces.  mostly  through  their  SEs.  looked  at  existing  commumty  chanered  credit  umons 
in  the  region  for  any  discrunmatory  practices  against  low-income,  minonty.  or  ethnic 
grouDS  » itmn  the  5er\ice  area:   second,  commumty  charter  conversions  and  expansions 
*ere  exammea  to  see  u"  there  was  a  panem  ot  discrimination  in  excluding  commumties 
or  areas  from  tne  expansion  or  conversion  request:  and  third,  one  commumty  chanered 
.;redit  umon  from  eacn  region  was  selectea  for  a  close  review  of  its  dedication  to  its 
community  from  the  perspective  of  both  the  Home  .Mortgage  Disclosure  Act  and  the 
Commumty  Reinvestment  Act. 

No  indication  of  discnminauon  was  found  in  the  general  review  of  the  practices  of 
commumty  chanered  credit  umons.   Commumty  boundaries  were  generally  found  to  be 
comprised  of  specific  political  junsdictions.  such  as  villages,  towns,  townships,  or 
counties  which  are  all-inclusive  of  the  populauon.  regardless  of  income  or 
mmonty/ethnic  status,  wuhin  the  geographic  area.   No  panems  of  discrimiiution  were 
found  in  lending  practices  nor  m  chaner  conversions  or  expansions  in  any  of  the  regions. 
No  examples  were  found  whereby  minority  areas  were  excluded  from  the  field  of 
membenhip  of  the  commumty  chaner.  Bylaws  of  commumty  chaners  did  not  preclude 
the  mclusion  of  any  area  in  the  membership  of  the  credit  union. 

The  SLX  commumty  chanered  credit  umons  (one  from  each  region)  selected  for  close 
review  of  their  overall  activities  demonstrated  admirable  records.  Their  HMDA  lending 
records  were  outstanding.   In  fact,  two  of  the  credit  unions  approved  all  applications 
from  mmionty  group  applicants,  and  two  others  only  denied  1  minority  applicant.  There 
was  also  no  evidence  of  redlining.   The  credit  unions  were  very  active  in  making  small 
loans  m  the  commumty  to  their  members  for  business  purposes.  They  were  making  loans 
that  other  institutions  would  not  make.   They  were  involved  in  efforts  to  educate  their 
memoers  and  to  panicipate  m  the  affairs  of  the  local  commumty.   One  opened  a  branch 
in  a  neighborrood  that  had  been  abandoned  by  other  uisutuuons  as  bemg  not  profitable. 
This  branch  is  very  successful  today.   The  credit  unions  try  very  hard  to  serve  their 
marginal  members.   For  example,  one  credit  umon  markets  real  estate  loans  to  its  lower 
income  memc5€rs  who  have  been  turned  down  elsewhere  and  they  make  variable  rate 
loans  which  are  not  necessarily  wnnen  to  standards  for  sale  on  the  secondary  market. 


F.\IR  LENDING 

In  an  anempt  to  obtam  further  insight  into  the  disparate  rate  of  denial  to  mmonty  credit 
umon  memoers  for  moneage  related  loans,  each  region  conducted  special  in-depth  Fair 
Linamg  reviews  of  the  panicular  credit  umons  idemiiied  by  the  HMDA  data  as  havmg 
disparate  rates.  .A  total  of  44  credit  umons  m  20  states  were  reviewed.   Within  these 
creait  umons.  a  total  of  1.663  demed  loans  and  309  approved  loans  were  reviewed  for 
consistent  appucation  of  credit-wonhiness  stanoards. 
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A  Study  of  the  completed  reviews  reveals  the  roUowme:  that  there  was  no  evidence  or 
any  overt  discnmmauon  on  the  part  of  the  credit  unions  reviewed:  that  some  miugatuie 
facton  were  found  which  contnbuted  to  the  disparate  rate  such  as  mcorrect  codes  on 
HMDA  repons.  secondary  market  standards,  declining  real  estate  values  in  certain  parts 
oi  the  country,  and  careless  record-keeping.   While  the  results  of  these  reviews  do  not 
fully  explain  the  disparate  rate.  N'CU.A  is  more  coni'ident  of  the  performance  of  credit 
utuons   fair  lending  record.   In  addition,  the  reviews  have  assisted  in  pomung  out  areas 
■*here  NCU.A  and  credit  umons  can  seek  unprovement. 


CONDUCT  OF  THE  R£\TEWS 

In  reviewing  their  credit  unions,  the  regional  exammers  looked  closely  at  the  foUowuie 
areas:    lenduie  policies:  lenaine  procedures  and  approval  pracuces:  the  results  of  staff 
interviews:  and  all  supportmg  documentauon  ui  the  applicants'  files.  The  objecuve  was 
CO  determme  if  all  mortgage-related  loan  applicants  at  federal  credit  utuons  were  provided 
Vail  and  equal  treatment. 

The  examiners  reported  that  all  mongage  loans  reviewed  appeared  to  be  approved  or 
demed  based  on  nondiscruninatory  credit  cnteru.   The  findings  were  very  sunilar  in  each 
of  the  reports.   Denials  and  approvals  were  supponed  by  such  documentauon  as  credit 
reports,  debt-to-mcome  rauos.  appraisals,  loan-io-value  rauos.  monetary  assistance 
provided  to  each  applicant,  follow-up  for  informauon  requests,  etc. 

The  reasons  for  denial  in  most  cases  were  very  similar.  The  most  common  reasons  for 
denial  were:  adverse  credit  repons:  high  debt  to  income  ratio;  and  insufficient  equity  in 
the  collateral.  .A  complete  breakdown  of  the  detuals  is  as  follows: 


Reason 

M  Loans  Deiyed 

Reason                       ^Loa 

ins  Denied 

Credit  Report 

515 

Debt  Ratio 

368 

Equity  m  Property 

:05 

Withdrawn  by  Member 

163 

Incomplete.' No  Response 

67 

Collateral/  Appraisal 
Value  (LTV) 

51 

Income.' SDbiliry  of  Emplo; 

yment       36 

Mongage  Product  Not 
Offered 

:o 

Cash  for  Closme  or  Down 

Pavment  14 

Other  Reasons* 

::4 

TOT.\L:   1.663 

•Other  Reasons  mcluded:  insufficient  mcome:  anaole  to  verify  self -employment  or 
income:  unaolc  to  verify  other  mcome  (rental);  VA  would  not  guarantee  loan:  denial 
requested  by  applicants:  other  lien  holders  would  not  subordinate:  would  not  pay  tor 
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apprusai:  umavorable  share  or  loan  history  at  credit  union:  failure  to  provide  additionai 
uuormauon:  counter-offers  not  accepted:  delinquent  taxes:  etc. 


MITIGATING  FACTORS 

A  maior  proolem  aisciosed  m  the  reviews  was  that  some  credit  uruons  did  not  code 
inibrmaiion  correctly  on  their  HMDA  repon.   Maiang  errors  on  H>IDA  submissions  has 
been  an  histonc  proolem  for  credit  unions  and  one  that  has  required  costly  editing  by  (he 
Federal  Resen-e  HMDA  processing  unit.   Errors  noted  in  the  reviews  were  mostly  racial 
and  gender  code  errors.   However,  there  was  no  indicauon  of  any  intent  to  falsify  any 
applicant  5  im'ormation. 

Many  credit  unions  had  mongage  lendmg  policies  that  required  adherence  to  secondary 
marKCt  standards.    .A.  majonty  of  the  demed  loan  applicants  for  purchases  and  refinances 
failed  to  meet  the  requirements  of  the  'secondary  market  standards".   These  standards  are 
quite  specific  regaraing  debt  rauo  maximums,  credit  report  evaluations,  employment 
subiiity.  equity  limits  and  condition,  income  considerauon  etc.   .AJthough  many  credit 
unions  had  no  plans  to  sell  pan  or  all  of  their  mortgage  loans,  they  felt  it  prudent  to 
adhere  to  secondary  market  standards  in  case  they  had  :o  sell  mongage  loans  in  the 
future. 

Two  credit  unions  had  addressed  the  problems  caused  by  the  secondary  market  standards. 
One  of  them  had  started  a  special  program  for  mongage  loans  that  did  not  meet 
secondary  market  standards.  .-15  a  result,  [his  credit  union  Inter  woj  abU  to  approve  6  of 
'.he  20  appiKonons  that  u  had  previousiv  demed.   .Another  credit  umon  holds  all 
mongage- related  loans  m  its  portfolio  and  does  not  adhere  to  the  secondary  market 
standards.   .All  mongage  loans  at  these  credit  umons  are  penormmg  adequately. 

NCUA  has  traaitionally  encouraged  credit  umons  to  wnte  mongage  loans  to  secondary 
market  standards.   This  itself  could  have  been  a  contnbuting  faaor  in  credit  umon 
practices.   One  result  could  be  the  exclusion  of  many  low  and  moderate  income 
individuals  from  qualifying  for  a  monpge  loan.  Presently,  however,  we  are  sending  a 
lener  to  all  credit  umons  encouraging  them  to  examme  the  benefits  of  making  a  certain 
percentage  of  their  loans  on  a  non-conforming  basis. 

Finally,  it  was  noted  that  in  the  nonheast  and  the  west  a  number  of  reilnance  and  equity 
loan  requests  were  demed  due  to  high  loan-to-vaiue  rauos  resulting  from  declines  m  real 
estate  values.    Funher.  m  some  credit  umons  errors  of  omission  and  careless 
recora-keeoins  distoned  the  denial  rates  sieiuiicantlv. 


SUMM.ARY 

While  che  results  of  the  reviews  do  not  disclose  any  oven  discriminauon  on  the  pan  oi 
mdividuai  creait  umons.  NCUA  will  continue  to  unprove  our  analysis  of  this  area  to 
ensure  tnat  there  is  no  discnminauon  m  credit  umons.   Obviouslv.  the  HMDA  data  aiens 
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us  to  the  tact  thai  creau  utuons  can  do  bener  m  ier-me  ail  sefments  of  their  membenmp. 
The  dau  also  suggests  that  improvements  are  needed  in  N'CUAs  examination  procedures 
ind  tnining  in  this  area. 

Some  itsps  have  already  been  taicen  to  tr\'  and  improve  this  area  of  lending.   They 
mciuae:    ieiected  Fair  Lending  reviews  by  the  Compliance  Officer  from  N'CUAs  Office 
of  E.xaminaticn  and  Insurance;  adoption  of  interim  Fair  Linaing  Procedures  aruch 
included  a  Fair  L;ndmg  Checldist:  Jiciusion  ot  credit  unions  in  the  Feoeral  Fmancial 
Institute  Exammation  Council's  (FHEC~)  Fau  Landing  study.   This  snidy  *iil  produce 
■jnubrm  Fair  Lendmg  exammation  procedures  that  will  be  adopted  by  all  tlnanctal 
regulators,  including  NCUA:  initiation  of  a    Consumer  Compliance'  semuiar  with 
impnasis  on  Fair  Landing  and  HNfDA;   distnbution  of  the  puolication  'Compliance.  .A. 
Self-.Assessmem  Guide '  •J.hich  gives  credit  unions  guidelines  on  wnat  a  good  Fair 
Lendmg  progr^jn  should  encompass;  ana  appomtment  by  each  region  of  a  star'f  person 
for  the  comouance  area. 

In  addition,  plans  are  underlay  to: 

'  Conduct  a  comerence  *ith  the  regional  compliance  persons  to  map  out  a  strategy  for 
uniiorm  compuance  traciang  and  strategies: 

"  Provide  expanded  training  in  Fair  Landing.  HMDA.  and  other  compliance  areas  to  the 
regional  compliance  persons:  and 

"  Use  the  further  training  of  these  individuals  to  expand  the  review  of  Fair  Lending  m 
credit  umons  anere  exammers  deem  it  is  warranted. 


RECONPvfEND.AnONS 

1 .  That  NCU.A.  encourage  credit  unions  to  make  a  proponion  of  their  real  estate  loans 
non-coniormmg  to  the  secondary  market  standards.  Establish  management  policies  for 
such  loans. 

2.  That  NCUA  conduct  additional  training  to  improve  its  ability  to  detect  discnmmatory 
practices  by  credit  umons. 

3.  That  NCUA  exammers  ensure  that  credit  umons  use  proper  codes  on  HMD  A  repons. 

-I    That  NCU.A  exammers  look  closely  at  credit  umons  for  efforts  to  reach  out  to 
mmonties  m  lending  programs  and  to  educate  members  on  rmanciai  maners  m  general. 
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Number  of  Codes  4  and  5 
(Fiscal  Year) 


1022 


100 


900 


700 


500 


300 

1984     1985     1986     1987     1988     1989     1990     1991     1992     1993     1994 

Data  lor  1994  aj  ol  June  30 


Assets  ol  Codes  4  and  5  as 
Percentage  ol  Total  Assets  (Fiscal  Year) 


7  - 
6  - 
5  - 
4  - 

3  - 
2  - 


6.3 


4.6 


4.8 


4.9 


3.8 


48 
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1984      1985      1986      1987      1988      1989      1990      1991      1992      :;93      1994 
:ata  :3r  1994  as  oi  J'jr.o  JO 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  ALAN  GREENSPAN 

Q.l.  On  June  14,  1989,  you  testified  before  the  Securities  Sub- 
committee of  this  Committee  regarding  the  equities  securities  mar- 
ket in  a  changing  global  economy.  You  called  for  elimination  of 
practices  that  allowed  securities  firms  to  engage  in  "regulatory  ar- 
bitrage— that  is,  artificial  reasons  for  investors  or  securities  houses 
to  favor  one  national  market  over  others."  Yet,  you  took  a  com- 
pletely opposite  approach  to  proposals  to  consolidate  the  patchwork 
form  of  banking  regulation  in  this  country.  On  March  2,  1994,  you 
testified  in  front  of  this  Committee  that  preserving  a  bank's  free- 
dom of  choice  to  select  its  regulator  was  one  of  the  foremost  goals 
of  the  Federal  Reserve.  Can  you  explain  why  forum  shopping  for 
a  bank  is  viewed  positively — an  exercise  of  freedom  of  choice,  but 
the  same  type  of  forum  shopping  by  a  securities  firm  is  viewed  neg- 
atively— as  regulatory  arbitrager 

A.1.  In  my  testimony  of  June  1989,  I  expressed  concern  over  the 
dangers  of  regulatory  arbitrage  across  international  boundaries 
where,  in  short,  there  is  a  risk  that  one  nation  will  seek  a  competi- 
tive advantage  by  lowering  its  prudential  standards.  To  address 
that  concern,  I  urged  international  cooperation  and  coordination 
among  public  and  private  authorities. 

The  need  for  international  coordination  among  many  nations  of 
diverse  histories  and  cultures  is  not  inconsistent  with  preserving 
some  freedom  of  choice  for  U.S.  banks  with  regard  to  their  domestic 
Federal  regulator.  As  I  indicated  in  my  March  1994  testimony,  the 
Federal  Reserve  agrees  that  some  reform  of  the  bank  regulatory 
structure  is  needed,  but  sought  to  balance  a  number  of  sometimes 
conflicting  objectives  in  developing  its  own  views.  One  of  these  ob- 
jectives was  preservation  of  the  dual  banking  system.  I  argued  in 
March,  and  I  still  believe  that,  "A  single  Federal  regulator  would 
effectively  end  the  dual  banking  system:  It  would  become  an  empty 
shell  if  a  State-chartered  entity  had  no  choice  of  Federal  regulator 
(p.  2)."  Other  problems  with  a  single  Federal  regulator  would  be 
the  removal  of  the  checks  provided  by  another  agency  on  inflexible, 
excessively  rigid  policies  at  any  one  agency,  and  the  fact  that  a  sin- 
gle agency,  if  it  were  not  the  Federal  Reserve,  would  be  discon- 
nected from  broad  economic  policy  issues.  Again  quoting  from  my 
March  testimony,  "A  single  regulator  with  a  narrow  view  of  safety 
and  soundness  and  with  no  responsibilitv  for  the  macroeconomic 
implications  of  its  decisions  would  inevitably  have  a  long-term  bias 
against  risk-taking  and  innovation  (p.  3)."  Another  key  objective  of 
the  Federal  Reserve  was  that  the  U.S.  central  bank  must  continue 
to  have  hands-on  involvement  in  bank  supervision  and  regulation 
for  effective  crises  management  and  other  macroeconomic  purposes. 

Since  the  Federal  Reserve  has  no  desire  to  become  the  sole  Fed- 
eral bank  regulator,  I  argued  in  March  that  a  prudent  balancing 
of  objectives  would  result  in  two  Federal  regulators,  one  of  which 
was  the  Federal  Reserve.  I  acknowledged  at  that  time  the  "legiti- 
mate concern"  that  the  existence  of  more  than  one  regulator  could, 
on  occasion,  cause  banks  to  "shop  for  benign  regulators,  leading  to 
the  'competition  in  laxity'  that  Chairman  Bums  warned  about  in 
the  1970's  (p.  27  of  the  statement  accompanying  my  March  2,  1994, 
testimony).'  However,  the  Board  argued  then,  and  continues  to  be- 
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lieve,  that  the  record  of  the  Federal  Reserve  as  a  bank  regulator 
is  inconsistent  with  an  agency  that  would  promote  and  encourage 
competition  in  laxity.  In  addition,  the  tendency  for  such  behavior 
by  either  Federal  regulator  would  be  mitigated  by  statutory  floors 
on  the  level  of  supervision  and  regulation.  Such  statutory  limits, 
and  congressional  oversight,  are  clearly  much  less  available  when 
one  considers  the  possibility  of  competition  in  laxity  among  sov- 
ereign nations. 

Q.2.  The  committee  created  by  the  Federal  banking  agencies  to  re- 
solve technical  differences  among  the  Federal  banking  agencies,  the 
Federal  Financial  Institutions  Examination  Council,  appears  to 
persons  outside  the  agencies  as  a  mechanism  for  prolonging,  rather 
than  resolving,  differences.  Why  does  the  process  seem  to  take  so 
long? 

A.2.  The  Federal  Financial  Institutions  Examination  Council 
(FFIEC)  was  established  by  Congress  on  March  10,  1979,  in  accord- 
ance with  title  X  of  Public  Law  95-630,  the  Financial  Institutions 
Regulatory  and  Interest  Rate  Control  Act  of  1978  (FIRA).  The 
member  agencies  of  the  FFIEC  include  the  Federal  Reserve  Board, 
the  Office  of  the  Comptroller  of  the  Currency,  the  Federal  Deposit 
Insurance  Corporation,  the  Office  of  Thrift  Supervision,  and  the 
National  Credit  Union  Administration.  While  the  FFIEC  has  the 
authority  to  impose  supervisory  principles  and  standards,  it  has 
usually  functioned  as  a  collegial  body  using  its  separate  authority 
to  make  recommendations  to  the  agencies  in  order  to  facilitate  the 
process  by  which  the  agencies  reach  agreement  on  issues  in  order 
to  establish  uniform  policies  and  procedures. 

Understandably,  because  the  agencies  approach  policy  questions 
with  different  experiences  and  from  different  perspectives,  they 
may  in  certain  cases  have  different  views  initially  on  how  policy  is- 
sues should  be  resolved.  These  differences  would  exist  if  there  were 
no  FFIEC.  Given  the  importance  of  having  the  agencies  establish 
consistent  regulations  and  policies,  it  is  desirable  to  have  ways  to 
resolve  differences.  The  FFIEC  provides  one  important  forum  to  ac- 
complish that  end. 

Q.3.  How  convinced  are  you  that  bank  customers  really  know  when 
they  are  buying  uninsured  products  (mutual  funds  and  annuities) 
at  banks  and  what,  if  anything,  do  you  believe  should  be  done  to 
better  inform  customers? 

A.3.  The  Federal  Reserve  believes  that  bank  customers  need  to  be 
fully  informed  when  engaging  in  securities  transactions  on  the 
premises  of  banks,  whether  the  brokerage  sei^ices  are  offered  by 
the  bank's  employees  or  those  of  a  broker-dealer.  Concerns  about 
investor  protection  and  safety  and  soundness  of  banking  organiza- 
tions prompted  our  efforts  earlier  this  year  to  update  and  unify 
previous  guidance  developed  over  the  last  10  years  for  sales  of  var- 
ious securities  and  other  uninsured  investment  products.  This 
guidance  was  issued  under  the  title.  Interagency  Statement  on  Re- 
tail Sales  of  Nondeposit  Investment  Products,  in  conjunction  with 
the  other  banking  agencies. 

There  have  been  surveys  conducted  during  the  last  year  which 
suggest  that  to  the  extent  there  is  customer  confusion  regarding 
mutual  fund  sales,  it  is  occurring  at  retail  sales  outlets  including 
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SEC  registered  broker-dealers.  To  minimize  customer  confusion, 
the  Interagency  Statement  specifies  steps  banks  must  take  to  en- 
sure that  customers  are  made  aware — through  specific  written  and 
oral  disclosures — of  the  differences  between  insured  deposits  and 
uninsured  investments.  In  particular,  the  Interagency  Statement 
requires  that  disclosures  be  provided  to  customers  by  anyone  sell- 
ing on  bank  premises,  including  SEC  registered  broker-dealers,  to 
the  effect  that  mutual  funds,  annuities,  and  other  nondeposit  prod- 
ucts are  not  insured  and  are  subject  to  investment  risk  which  may 
result  in  losses  in  the  amount  invested. 

The  Federal  Reserve  actively  monitors  compliance  with  the  Inter- 
agency Statement  through  the  examination  process.  Examining  for 
compliance  with  the  Interagency  Statement  is  part  of  the  annual 
safety  and  soundness  examinations  the  Federal  Reserve  conducts  of 
State  member  banks.  Our  examiners  have  found  a  few  instances 
this  year  in  which  banks  were  not  in  compliance  with  the  State- 
ment. These  situations  were  promptly  corrected  by  the  banks. 

To  further  assist  consumers  in  understanding  the  nature  of 
nondeposit  investment  products,  the  Federal  Reserve  is  undertak- 
ing two  mutual  funds  education  initiatives.  In  conjunction  with  the 
American  Association  of  Retired  Persons,  we  are  undertaking  a 
seminar  program  to  be  held  at  the  various  Federal  Reserve  Banks 
to  provide  information  to  retirees  and  pre-retirees  regarding  the 
nondeposit,  uninsured  characteristics  of  mutual  funds,  principally 
the  risk  that  monies  invested  in  them  can  suffer  loss  of  principal. 
In  the  other  initiative,  the  Federal  Reserve  is  working  with  the 
American  Bankers  Association  and  other  national  banking  associa- 
tions to  develop  uniform  ways  of  providing  educational  material  to 
consumers.  Some  of  the  projects  being  considered  include  standard- 
izing the  disclosure  information  that  is  given  to  bank  customers 
and  developing  a  short  video  concerning  the  uninsured  nature  of 
mutual  funds  and  other  nondeposit  products  that  can  be  shown  to 
bank  customers  who  are  considering  investing  in  such  products. 
The  Federal  Reserve  will  continue  to  be  attentive  to  other  methods 
to  better  inform  bank  customers  of  the  nature  of,  and  risks  inher- 
ent in,  nondeposit  investment  products. 

Q.4.  In  the  past,  I  believe  you  have  spoken  about  the  fact  that  fed- 
erally-insured depository  institutions  are  required  to  comply  with 
CRA  requirements  while  other  nonreg[ulated  financial  institutions 
have  no  such  requirements.  What  additional  responsibilities  or  re- 
quirements, if  any,  do  you  believe  should  be  placed  on  the  competi- 
tors of  federally-insured  depository  institutions? 
A.4.  To  date,  the  Federal  Reserve  Board  has  not  taken  a  position 
on  whether  the  CRA  or  similar  requirements  should  be  imposed  on 
financial  institutions  currently  not  subject  to  the  Act.  Accordingly, 
we  have  no  recommendations  at  this  time. 

Q.5.  Over  the  past  year,  the  Federal  Reserve  Board  has  begun  al- 
lowing banks  to  give  customers  discounts  on  brokerage  accovmts  of- 
fered by  the  institution's  affiliates.  I  am  concerned  that  this  type 
of  policy  weakens  the  integrity  of  the  anti-tying  restrictions  in  the 
Bank  Holding  Company  Act  which  generally  prohibits  banks  from 
requiring  customers  to  purchase  one  service  in  order  to  receive  an- 
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other.  Please  explain  the  Federal  Reserve's  policy  with  regard  to 
the  anti-tying  statutes. 

A.5.  Section  106  of  the  Bank  Holding  Company  Act  Amendments 
of  1970  generally  prohibits  a  bank  from  conditioning  the  availabil- 
ity or  varying  the  consideration  of  any  product  on  the  condition 
that  the  customer  obtain  some  other  product  from  that  bank  or  any 
affiliate  of  the  bank.  An  exception  allows  a  bank  to  tie  any  product 
to  a  traditional  bank  product — that  is,  a  loan,  discount,  deposit,  or 
trust  service.  In  1971,  the  Board  extended  section  106  to  bank 
holding  companies  and  their  nonbank  subsidiaries  as  if  they  were 
banks. 

In  the  case  referred  to  in  your  letter,  the  Board  by  regulation 
permitted  a  bank  holding  company  or  any  bank  or  nonbank  sub- 
sidiary thereof  to  offer  a  discount  on  brokerage  services  on  the  con- 
dition that  a  customer  obtain  a  loan,  discount,  deposit,  or  trust 
service  from  the  company  offering  the  discount  or  any  of  its  affili- 
ates. The  Board  took  this  action  after  determining  that  the  market 
for  brokerage  services  was  national  in  scope  and  highly  competi- 
tive, and  thus  that  the  potential  for  anti-competitive  behavior  by 
bank  holding  company  affiliates  was  reduced.  The  Board  also  deter- 
mined that  the  exception  would  reduce  costs  for  consumers.  The 
Board  is  continuing  to  review  the  restrictions  of  section  106  and 
Regulation  Y  in  order  to  make  certain  that  they  are  not  preventing 
arrangements  that  are  pro-consumer  and  not  anti-competitive.  In 
doing  so,  the  Board  will  continue  to  adhere  to  the  purposes  of  sec- 
tion 106. 

Q.6.  One  of  the  reasons  national  banks  and  thrifts  are  switching 
to  State  charters  in  record  numbers  is  that  they  can  then  transfer 
the  cost  of  their  Federal  supervision  to  the  Federal  Reserve  or  to 
other  banks.  Why  should  an  institution's  charter  type  determine 
whether  or  not  it  pays  for  the  cost  of  its  Federal  supervision?  Will 
you  commit  to  work  with  the  OTS  and  the  OCC  to  use  your  admin- 
istrative authority  to  achieve  even-handed  Federal  treatment  of  dif- 
ferent charters  as  soon  as  possible? 

A.6.  The  issue  of  explicit  charges  for  bank  supervision  raises  com- 
plex questions.  The  Federal  Reserve  and  others  have  studied  these 
questions,  and  we  will  continue  to  do  so.  However,  fully  satisfactory 
answers  are  far  from  clear.  One  of  the  most  difficult  questions  is 
whether  it  is  appropriate  public  policy  to  assess  explicit  supervisory 
charges  against  individual  banks.  On  the  one  hand,  individual 
banks  benefit  from  supervision,  and  the  costs  of  supervision  vary 
across  banks  depending  upon,  for  example,  a  bank's  financial  condi- 
tion, size,  and  areas  of  activity.  On  the  other  hand,  the  public  as 
a  whole  also  benefits  from  the  safe  and  sound  banking  system  that 
is  encouraged  by  effective  supervision.  Indeed,  the  need  for  bank 
supervision  results  from  the  public  policy  decision  that  the  health 
and  stability  of  the  banking  system  is  crucial  to  the  health  and  sta- 
bility of  the  United  States  economy.  Since  the  benefits  of  a  safe  and 
sound  banking  system  are  widely  shared,  it  is  unclear  that  the  full 
cost  of  bank  supervision  should  be  borne  by  banks. 

Another  question  relates  to  whether  there  should  be  anv  Federal 
charge  on  State  banks  and  if  so,  what  that  charge  should  be.  All 
of  the  States  assess  some  type  of  charge  for  the  supervision  of 
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State-chartered  banks  by  State  authorities.  Moreover,  Federal  au- 
thorities rely  in  part  on  State  supervision  in  the  course  of  conduct- 
ing their  own  supervisory  activities.  Thus,  even  if  all  of  the  Federal 
banking  agencies  assessed  an  explicit  charge  for  bank  supervision, 
it  would  be  inappropriate  for  Federal  authorities  to  charge  State 
banks  the  same  price  for  Federal  supervision  as  they  would  charge 
national  banks.  Since  State  charges  vary  considerably  across 
States,  as  does  the  degree  of  reliance  by  Federal  authorities  on 
State  supervision,  a  case  could  be  made  that  any  Federal  charges 
on  State  banks  should  vary  accordingly.  Such  a  system  could  clear- 
ly be  quite  complex.  Moreover,  even  if  such  a  system  were  prac- 
tical, any  offset  at  the  Federal  level  for  State  charges  would  only 
encourage  States  to  raise  their  fees  to  the  Federal  level,  thereby 
lowering  Federal  revenues. 

Q.7^  We  have  now  had  reports  of  some  14  mutual  ftinds  whose 
managers,  many  of  them  banks,  felt  compelled  to  cover  losses  asso- 
ciated with  derivatives.  The  derivatives,  often  in  the  form  of  struc- 
tural debt  securities,  appear  to  have  been  seriously  misused.  Are 
you  getting  as  much  information  about  bank  and  thrift  holdings  of 
structured  debt,  which  has  embedded  derivatives,  as  you  are  about 
stand-alone  derivatives? 

A.7A.  The  mutual  fund  industry  is  subject  to  extensive  regulation 
by  the  SEC  pursuant  to  the  Investment  Company  Act  and  rules 
adopted  thereunder.  Among  other  things,  these  laws  and  regula- 
tions address  the  suitability,  as  well  as  concentrations,  of  types  of 
investments  in  mutual  fund  portfolios  and  the  disclosure  of  port- 
folio holdings  by  a  fund.  In  June  1994,  the  SEC  advised  investment 
advisers  to  money  market  funds  holding  certain  types  of  structured 
securities  to  arrange  for  the  orderly  liquidation  of  such  holdings. 
Since  the  Federal  Reserve  does  not  have  authority  over  mutual 
funds,  it  does  not  routinely  collect  information  about  portfolio  hold- 
ings of  mutual  funds  advised  by  bank-aflfiliated  investment  advis- 
ers. However,  the  Federal  Reserve  does  have  supervisory  authority 
over  banks  and  bank  holding  companies  that  act  as  investment  ad- 
visers, and  such  investment  advisory  activities  are  subject  to  regu- 
lar examinations  to  ensure  that  these  activities  are  conducted  in  a 
safe  and  sound  manner. 

Q.7^.  If  bank  holding  companies  consistently  bail  out  proprietary 
mutual  funds  with  problems,  does  that  make  future  customers  in- 
creasingly come  to  view  these  funds  as  bank-guaranteed? 

A.7JB.  At  the  outset,  it  should  be  emphasized  that  the  relatively 
small  number  of  instances  in  which  a  bank  holding  company  pro- 
vided financial  support  to  a  proprietary  mutual  fund  involved 
money  market  mutual  funds.  Unlike  other  mutual  funds  in  which 
the  share  value  of  principal  invested  increases  and  decreases  based 
on  a  fund's  market  performance  and  other  market  events,  money 
market  funds  traditionally  seek  to  maintain  a  stable  share  price, 
or  net  asset  value  ("NAV"),  of  $1.00,  although  there  is  no  statutory 
requirement  or  other  legal  obligation  to  do  so.  We  are  aware  of  only 
one  money  market  fund  that  nas  allowed  its  NAV  to  **break  the 
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dollar."  ^  In  all  other  instances  of  money  market  funds,  including 
those  advised  by  nonbanking  organizations,  in  which  the  NAV  has 
approached  the  breaking  point,  the  money  market  fund  advisers  or 
their  affiliates  either  have  purchased  at  par  assets  which  were 
trading  below  par  value,  or  made  contributions  to  the  funds  to 
maintain  the  $1.00  NAV. 

We  do  not  believe  that  the  recent  instances  of  financial  support 
to  proprietary  mutual  funds  will  induce  future  customers  to  view 
money  market  funds  as  bank  guaranteed.  When  a  mutual  fund  or 
other  uninsured  investment  is  sold  to  a  retail  customer  on  bank 
premises,  the  customer  must  be  informed  orally  and  in  writing  that 
the  instrument  is  not  insured  bv  the  FDIC;  is  not  guaranteed  by, 
or  an  obligation  of  the  bank;  and  is  subject  to  loss  of  principal.  The 
SEC  requires  similar  disclosures  on  the  cover  page  of  prospectuses 
for  bank  sold  funds.  In  addition,  prospectuses  for  money  market 
funds  specifically  disclaim  any  obligation  to  maintain  the  $1.00 
NAV  of  the  fund.  Although  advisers  to  money  market  funds  histori- 
cally have  taken  steps  to  maintain  the  $1.00  NAVs,  the  fact  a  re- 
cent money  market  fund  chose  to  liquidate  rather  than  support  a 
falling  NAV  underscores  for  investors  the  potential  for  loss  of  prin- 
cipal m  such  investments. 

Q.8.  In  an  oversight  hearing  on  the  condition  of  the  financial  sys- 
tem a  few  years  ago,  the  noted  bank  analyst,  Alex  Sheshunoff,  ex- 
pressed concerns  over  the  large  foreign  bank  presence  in  the  U.S. 
market: 

There  is  a  benefit  to  American  business.  It  is  lower-cost  loans 
short  term.  However,  what  concerns  us  is  simply  this,  over  the 
long  term  control  over  a  nation's  financial  institutions  means 
control  over  individuals  and  businesses  including  selecting  which 
of  those  are  provided  with  credit  and  allowed  to  grow. 

According  to  a  recent  OCC  report,  foreign  banks  now  make  45 
percent  of  all  business  loans  in  the  U.S.  market.  Grerald  Corrigan 
made  a  speech  about  the  large  foreign  bank  presence  in  the  U.S. 
market  when  he  was  President  of  tne  Federal  Reserve  Bank  of 
New  York.  In  that  speech  Mr.  Corrigan  stated: 

Is  there  a  point  where  the  extent  of  foreign  banking  presence 
in  U.S.  markets  could  give  rise  to  public  policy  concerns  about 
such  presence?  In  my  judgment  the  candid  answer  to  that  ques- 
tion is  yes. 

Do  you  have  anv  concerns  over  the  large  foreign  bank  share  of 
our  market,  and  if  not  whether  they  could  see  circumstances  when 
they  would  have  concerns? 

A.8.  Foreign  banks  have  had  a  significant  presence  in  the  total 
market  for  credit  raised  by  U.S.  borrowers  for  decades.  The  Federal 
Reserve  monitors  that  presence  as  part  of  our  information  base  on 
credit  sources  in  the  U.S.  economy. 

To  date,  a  large  proportion  of  foreign  bank  loans  booked  in  the 
United  States  have  been  to  major  corporate  borrowers,  who  can 
raise  funds  not  just  from  banks  in  the  United  States,  but  can  also 


'In  October  1994,  Community  Asset  Management,  Inc.,  Denver,  Colorado,  announced  that  it 
would  liquidate  its  money  market  fund  and  that  investors  in  the  fund  would  receive  $  .94  for 
each  dollar  invested. 
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borrow  in  capital  markets  and  from  banks  abroad.  These  compa- 
nies have  chosen  to  borrow  from  U.S.  offices  of  foreign  banks  be- 
cause of  cost  considerations  or  for  other  economic  reasons,  but  they 
could  easily  obtain  alternative  sources  of  financing. 

Some  foreign  banks  have  chosen  to  book  loans  to  U.S.  affiliates 
of  their  home  country  customers  at  their  U.S.  offices.  In  many 
cases,  these  loans  could  have  been  made  in  the  home  country  to  the 
parent  corporation.  Booking  such  loans  at  U.S.  offices  increases  the 
measured  share  of  foreign  banks  in  U.S.  markets,  but  does  not  in- 
dicate a  fundamental  shift  by  U.S.  companies  to  foreign  banks  for 
credit.  Foreign  banks  have  also  increased  their  measured  U.S.  mar- 
ket share  by  purchasing  loans  originated  by  U.S.  banks.  In  these 
cases,  the  primary  responsibility  for  maintaining  an  ongoing  busi- 
ness relationship  with  the  borrower  rests  with  the  originating  U.S. 
bank. 

In  addition  to  monitoring  aggregate  credit  flows  to  U.S.  borrow- 
ers, the  Federal  Reserve  also  has  responsibility  under  the  Inter- 
national Banking  Act  (IBA)  and  the  Foreign  Bank  Supervision  En- 
hancement Act  (FBSEA)  to  ensure  that  individual  U.S.  offices  of 
foreign  banks  are  operated  in  a  safe  and  sound  manner  and  are 
meeting  their  legal  obligations  to  extend  credit  on  a  market-ori- 
ented basis.  Under  FBSEA  these  offices  are  examined  at  least  an- 
nually to  ensure  that  they  are  in  compliance  with  applicable  U.S. 
banking  laws  and  regulations.  That  supervisory  responsibility  pro- 
vides the  Federal  Reserve,  as  well  as  other  U.S.  bank  supervisory 
agencies,  an  ongoing  source  of  information  to  detect  potential  prob- 
lems and  to  require,  if  necessary,  that  corrective  steps  be  taken. 

For  these  reasons,  the  large  presence  of  foreign  banks  in  our 
markets  does  not,  we  believe,  pose  any  threat  to  the  efficient  or  eq- 
uitable allocation  of  credit  in  the  United  States,  either  at  present 
or  in  the  foreseeable  future.  In  fact,  foreign  banks  have,  on  balance, 
improved  the  efficiency  of  U.S.  banking  and  credit  markets  by  mak- 
ing them  deeper  and  more  competitive.  Nevertheless,  in  part  be- 
cause some  of  these  banks  are  chartered  in  countries  with  different 
economic  and  financial  systems  and  business  cultures  than  ours, 
and  their  ownership  structure  may  differ  from  the  U.S.  norm,  it  is 
important  to  monitor  the  operations  of  foreign  banks  in  the  United 
States  to  ensure  that  they  conform  to  our  laws,  regulations,  and 
business  norms.  However,  it  is  also  important  to  note  that  the  fa- 
vorable U.S.  experience  with  foreign  financial  firms  in  our  domestic 
markets  to  date,  on  balance,  is  an  important  reason  why  the  Unit- 
ed States  has  exerted  pressure  on  foreign  countries,  in  both  bilat- 
eral and  multilateral  negotiations,  to  avoid  placing  market  share 
limits  on  nondomestic  banks. 

Q.9A.  Reports  periodically  continue  to  appear  in  the  financial 
press  of  squeezes  in  specific  issues  of  Treasury  securities,  particu- 
larly most  recent  (on-the-run)  issues  of  the  10-year  note.  Please 
provide  data  showing  any  instances  over  the  past  year  of  specific 
Treasury  issues  that  for  more  than  a  few  days  were  trading  in  the 
secondary  market  at  unusually  low  yields  relative  to  securities  of 
similar  maturity  or  were  offered  in  the  overnight  loan  market  at 
significantly  "special"  rates  (5  basis  points  or  more  below  normal). 
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A.9A.  As  requested,  the  accompanying  tables  include  episodes  over 
the  past  year  when  Treasury  securities  were  offered  at  relatively 
low  yields  in  the  cash  market  or  were  on  special  in  the  financing 
market.  For  the  cash  market,  the  tables  provide  daily  yield  spreads 
of  all  of  the  most  recent  (on-the-run)  issues  and  depict  for  the  most 
part  fairly  average  spreads.  For  the  financing  market,  the  tables 
provide  daily  spreads  for  all  issues  reported  on  special  over  the 
open-market  Desk;  such  reports  do  not  catch  all  instances  of  trad- 
ing at  more  than  5  basis  points  below  general  collateral,  a  level  not 
considered  to  be  "significantly"  special  or,  for  that  matter,  special 
at  all. 

Specific  Treasury  issues,  particularly  the  most  recent  securities, 
were  offered  in  the  overnight  financing  market  at  rates  below  gen- 
eral collateral  throughout  most  of  the  past  year.  There  is  a  fairlv 
predictable  pattern  to  the  specialness  of  on-the-run  issues,  with 
pressures  from  short-sellers,  investors,  and  matched-book  traders 
increasing  steadily  until  the  issue  becomes  off-the-run,  and  then 
gradually  relaxing.  Tables  of  average  spreads  of  on-the-run  issues 
illustrate  this  pattern.  Certain  off-the-run  issues  also  have  traded 
below  general  collateral  in  the  financing  market  from  time  to  time, 
for  instance,  some  issues  in  demand  for  delivery  into  the  Chicago 
Board  of  Trade's  note  and  bond  futures  contracts  or  for  defeasance 
of  municipal  bond  issuance.  Pressures  in  the  financing  market  tend 
to  be  reflected  in  the  cash  market,  with  the  yield  on  securities  that 
are  significantly  on  special  often  below  the  yield  of  their  close 
neighbors  on  the  term  structure. 

Q.9£.  What,  in  your  view,  accounts  for  these  market  conditions? 
A.9^B.  The  scarcity  value  that  develops  for  certain  Treasury  securi- 
ties is  mainly  related  to  the  establishment  of  short  positions  by 
market  participants.  In  particular.  Treasury  securities  are  often 
sold  short  to  hedge  long  securities  positions  in  related  markets 
(e.g.,  corporate  and  mortgage-backed  securities  markets),  to  protect 
against  or  profit  from  possible  changes  in  yield  spreads  between 
maturity  sectors  or  types  of  securities,  or  to  facilitate  a  dealer's 
market-making  responsibility. 

Short  sellers  are  obligated  to  deliver  the  specific  security  that 
they  have  sold  on  the  trade  settlement  date.  To  satisfy  this  delivery 
obligation,  the  specific  security  needed  must  be  acquired  in  some 
way  by  the  seller.  A  segment  of  the  financing  market  for  Treasury 
securities  has  developed  to  meet  such  demand.  In  order  to  make 
good  on  their  delivery  obligations,  short  sellers  can  borrow  the 
needed  security  using  a  reverse  repurchase  agreement.  That  is,  the 
short  seller  gives  up  cash  for  temporary  ownership  of  the  security, 
which  is  then  delivered  to  cover  temporarily  the  short  position.  The 
interest  rate  the  short  seller  earns  on  this  cash  can  be  at  or  near 
the  rate  available  for  general  collateral  when  the  demand  and  sup- 
ply for  the  needed  security  are  in  relative  balance.  However,  such 
rates  can  drop  to  levels  significantly  below  the  rate  available  for 
general  collateral  when  the  available  supply  falls  shy  of  the  overall 
demand  to  hold  or  to  sell  short  by  participants.  The  scarcity  value 
of  Treasury  securities  in  the  financing  market  is  typically  reflected 
in  the  term  structure  of  interest  rates  as  well  as  the  financing  rate. 
A  security  that  offers  a  holder  access  to  lower  financing  rates,  be- 


155 

cause  that  issue  is  on  special,  will  tend  to  be  bid  up  in  price  rel- 
ative to  its  neighbors  on  the  term  structure. 

While  any  number  of  Treasury  issues  can  trade  at  rates  below 
those  available  for  general  collateral,  lower  rates  are  more  likely  on 
the  newer,  or  on-the-run,  issues.  The  most  recently  issued  securi- 
ties tend  to  be  most  actively  traded  and  thus  they  are  the  most  liq- 
uid. Hedgers  tend  to  sell  short  the  new,  liquid  Treasury  securities 
in  greater  quantity  because  they  have  more  confidence  that  such 
issues  can  be  purchased  or  borrowed  more  easily  than  older,  less 
liquid  securities.  This  demand  for  the  most  recently  issued  security 
imparts  a  regular,  predictable  cycle  to  financing  rates  relative  to 
the  general  collateral  rate  and  to  premiums  relative  to  the  yield 
curve  that  is  related  to  the  timing  of  auctions.  Certain  off-the-run 
issues  have  also  traded  with  scarcity  value  in  the  financing  market 
from  time  to  time.  For  instance,  particular  issues  occasionally  were 
in  demand  for  delivery  into  the  Chicago  Board  of  Trade's  note  and 
bond  futures  contracts,  for  defeasance  of  municipal  bond  issuance 
or  for  stripping  purposes. 

Q.9.C.  Some  of  these  reports  have  been  accompanied  by  claims  that 
the  bulk  of  the  supply  of  a  particular  issue  was  controlled  by  a  very 
small  number  of  traders.  Do  you  believe  firms  are  deliberately  try- 
ing to  squeeze  the  market? 

A.9.C.  Firms  engage  in  a  variety  of  trading  strategies,  some  of 
which  give  way  to  temporary  tightness  in  a  particular  security. 
Overall,  outright  position  data  reported  by  primary  dealers  over 
the  past  year  provided  no  evidence  of  concentrated  ownership  of  re- 
cently issued  Treasury  securities  in  the  cash  market.  The  data 
showed  instead  a  strong  correlation  between  the  aggregate  size  of 
primary  dealers'  short  positions  in  the  cash  market  and  the 
specialness  of  the  issue  in  the  financing  market.  To  establish  or 
maintain  a  short  position,  dealers  need  to  reverse  in  the  security 
in  the  financing  market,  and  they  can  run  large  matched-book  posi- 
tions in  the  process. 

There  will  always  be  elements  of  judgment  necessary  when  at- 
tempting to  answer  the  question  of  whether  the  anomalies  that  de- 
velop in  the  marketplace  are  an  outgrowth  of  natural  market  forces 
or  of  manipulative  behavior.  Efforts  in  the  area  of  market  monitor- 
ing, coordinated  among  the  various  agencies,  have  been  geared  to 
developing  and  gathering  the  type  of  information  necessary  to  gain 
an  understanding  of  these  types  of  market  developments.  After  con- 
sultation with  staff  at  other  agencies,  the  Federal  Reserve  Bank  of 
New  York  has  revised  its  report  forms  so  as  to  be  able  to  gather 
more  detailed  information  on  specific  issues. 

Q.9J3.  Are  these  periodic  tight  markets  undesirable  in  a  smoothly 
functioning,  predictable,  liquid  market? 

A.9  J3.  The  activities  of  hedgers  and  speculators,  along  with  the  di- 
versity of  opinions  and  purposes  they  represent,  provide  liquidity 
to  the  market  and  may  act  as  a  stabilizing  influence  during  periods 
of  relatively  high  price  volatility.  No  apparent  damage  to  the  mar- 
ket has  resultea  from  periodic  tight  markets,  many  of  which  appear 
to  result  from  short-selling  and  matched-book  trading  activities 
that  provide  the  Treasury  market  with  liquidity  and  stability.  Hav- 
ing said  that,  we  remain  mindful  that  in  the  pursuit  of  trading 
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strategies,  some  participants  may  behave  improperly,  either  alone 
or  acting  in  concert  with  others,  and  this  could  prove  damaging  to 
the  otherwise  smooth  functioning  and  liquidity  of  the  Treasury 
market. 

Q.9£.  Should  the  Treasury  make  an  effort  to  increase  the  size  of 
heavily  demanded  maturities,  either  by  issuing  larger  quantities  or 
by  reopening  existing  issues  more  frequently? 

A.9£.  The  decision  on  whether  or  not  to  increase  the  size  of  heav- 
ily demanded  maturities  ultimately  rests  with  the  Treasury.  Such 
decisions  must  coincide  with  sound  debt  management  policy,  en- 
compassing both  financing  the  Nation's  debt  in  the  least  costly  way 
and  ensuring  adequate  cash  flows  while  striving  to  ensure  a  liquid 
and  efficient  market. 

The  Federal  Reserve  Bank  of  New  York,  through  its  market-mon- 
itoring activities,  provides  the  Treasury  with  information  relevant 
to  making  that  decision  and  acts  in  an  advisory  capacity.  Data  are 
collected  on  both  the  cash  and  financing  markets,  such  as  position 
data,  yield  curve  spreads,  financing  rates,  and  transactions  volume. 
These  data  form  the  foundation  for  analyses  and  recommendations 
to  the  Treasury. 

Attachments 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  ALAN  GREENSPAN 

Health  of  the  Commercial  Real  Estate  Market 

Q.l.  In  the  Monetary  Policy  Report  to  Congress  dated  July  20, 
1994,  the  report  states  that  "some  progress  has  been  made  in  re- 
ducing the  huge  stock  of  unoccupied  office  space,  and  the  plunge 
in  prices  for  office  properties  appears  to  have  abated."  Could  you 
elaborate  on  the  condition  of  the  commercial  real  estate  market? 
A.1.  This  oversupply  has  been  alleviated  to  some  extent  in  recent 
years.  A  number  of  factors  account  for  this  development,  including 
the  normal  attrition  in  buildings  that  results  with  the  passage  of 
time,  a  long  period  in  which  construction  activity  has  been  greatly 
reduced,  and  the  rebound  in  economic  activity.  The  lowering  of 
prices  of  office  properties  and  rents  on  office  space  that  resulted 
from  the  oversupply  has  also  tended  to  increase  the  quantity  of  of- 
fice space  demanded. 

Q.2.  I  know  there  has  been  a  great  deal  of  lending  for  large-scale 
discount  stores  in  suburban  locations,  but  has  there  been  an  ade- 
quate increase  in  lending  for  office  buildings  and  for  building  small 
restaurants  and  other  small  business  buildings — small  factories, 
stores,  etc.? 

A.2.  The  data  we  collect  on  commercial  real  estate  lending  do  not 
provide  detail  on  either  the  nature  and  size  of  businesses  obtaining 
such  credit  or  on  the  types  of  structures  being  financed  with  this 
credit.  A  brief  review  of  developments  in  the  data  we  do  collect  on 
commercial  real  estate  lending  and  other  lending,  however,  will 
provide  an  indirect  basis  for  answering  your  question. 

Commercial  real  estate  lending  grew  rapidly  over  the  1980's  in 
response  to  the  boom  in  construction  activity.  It  then  dropped  back 
substantially  as  the  boom  ended  and  demand  for  real  estate  loans 
abated.  The  dropoff  in  lending  in  the  early  1990's  was  also  caused 
to  some  extent  by  decisions  of  lending  institutions  to  establish  more 
conservative  lending  standards,  decisions  that  were  prompted  by 
the  heavy  losses  being  experienced  on  commercial  real  estate  loans 
and  by  concerns  that  supervisors  were  applying  more  conservative 
standards  in  assessing  such  loans. 

Over  the  past  year  and  a  half  or  so,  growth  in  commercial  real 
estate  loans  has  begun  to  strengthen  a  bit.  This  appears  to  be  the 
result  of  both  an  increase  in  the  supply  of  credit  as  lenders  have 
been  easing  their  lending  terms  and  a  pickup  in  demand  reflecting 
the  effect  the  strengthening  in  economic  activity  has  had  on  de- 
mands for  office  space  and  other  property  space. 

We  have  no  reason  to  believe  that  lending  on  the  types  of  prop- 
erties you  specify  in  your  question  is  not  reflected  in  the  recent  de- 
velopments in  commercial  real  estate  lending.  Moreover,  it  is  im- 
portant to  note  that  it  is  not  uncommon  for  small  restaurants  and 
other  small  business  buildings  to  be  financed  with  loans  that  some- 
times get  classified  as  business  loans.  Here  the  data  show  that 
business  lending  has  been  growing  briskly  so  far  this  year  and, 
moreover,  the  pickup  has  been  apparent  at  thousands  of  smaller 
banks  whose  loans  are  made  almost  exclusively  to  small  busi- 
nesses. The  proceeds  of  these  business  loans  at  both  large  and 
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small  banks  are  no  doubt  being  used  to  a  considerable  extent  to  fi- 
nance inventory  buildup  and  to  provide  working  capital  to  support  j 
the  stronger  business  activity.  But  some  of  the  proceeds  may  be  J 
being  used  to  finance  the  properties  you  are  concerned  about.  In  j 
any  case,  the  pickup  in  the  growth  of  business  loans  as  well  as  in  v 
commercial  real  estate  loans  suggests  that  banks  are  prepared  to| 
accommodate  the  demands  of  their  customers  for  credit.  \ 

Q.3.  Senator  Bryan  and  I  worked  to  get  the  Commercial  Real  Es- 
tate Securitization  provisions  included  in  the  Community  Develop- 
ment Bank  bill.  We  are  hopeful  these  provisions  will  enhance  com- 
mercial real  estate  credit  availability. 

A.3.  Section  347  of  the  Riegle  Community  Development  and  Regu- 
latory Improvement  Act  of  1994  essentially  extends  the  provisions 
of  the  Secondary  Mortgage  Market  Enhancement  Act  of  1984 
(SMMEA)  to  commercial  mortgages.  The  original  SMMEA  provi- 
sions were  designed  to  encourage  the  private  securitization  of  home 
mortgages  and  thus  augment  the  flow  of  funds  from  investors  to 
home  buyers. 

The  extension  of  the  SMMEA  provisions  removes  statutory  obsta- 
cles that  may  have  hindered  the  securitization  of  commercial  mort- 
gages. Such  obstacles  include  section  5136  of  the  Revised  Statutes 
which  limits  a  national  or  State  member  bank's  investment  in  secu- 
rities issued  by  one  issuer  to  a  percentage  of  capital  stock  and  sur- 
plus and  the  requirement  that  securities  be  registered  with  State 
supervisory  agencies  in  each  State  where  the  security  will  be  sold, 
i.e..  State  blue  sky  laws.  The  provisions  of  section  347  would  pro- 
vide an  exemption  for  commercial  mortgage-backed  securities  to 
the  investment  limitation  currently  imposed  on  banks  and  would 
preempt  the  State  registration  requirements  to  allow  for  these  se- 
curities to  be  registered  only  with  the  Securities  and  Exchange 
Commission.  Thus,  section  347  could  help  facilitate  the  securitiza- 
tion of  commercial  real  estate  loans  and  enhance  the  flow  of  credit 
to  this  important  sector. 

The  extent  to  which  the  securitization  of  commercial  real  estate 
loans  will  be  increased  is  unclear.  While  most  securitizations  of  res- 
idential mortgage  loans  continue  to  be  assisted  by  the  explicit  or 
implicit  guarantee  of  the  U.S.  Government,  private  securitization  of 
such  loans  has  grown  significantly  since  1984.  The  Resolution 
Trust  Corporation  (RTC),  moreover,  has  issued  over  $10  billion  of 
commercial  mortgage-backed  securities,  although  here  too,  substan- 
tial credit  enhancement  by  the  RTC  was  required,  generally  in  ex- 
cess of  25  percent.  The  issuance  of  the  RTC  securities  does  appear 
to  have  helped  foster  greater  market  acceptance  of  commercial 
mortgage-backed  securities  as  evidenced  by  the  significant  volume 
of  such  securities  issued  without  Government  backing  over  the  last 
couple  of  years.  Thus,  the  extension  of  the  SMMEA  provisions  to 
these  securities  may  facilitate  even  greater  growth  in  the  secondary 
market  for  commercial  real  estate  loans.  Furthermore,  the  commer- 
cial real  estate  sector  may  also  be  able  to  build  on  innovations  that 
have  helped  to  foster  securitizations  of  residential  mortgages,  such 
as  analytical  tools  to  analyze  cash  flows  and  uniform  trading  and 
settlement  guidelines. 
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Health  Care 

Q.4.  Secretary  Brown  testified  before  this  Committee  yesterday, 
and  he  seemed  to  be  saying  that  the  Administration  considers  its 
"mission  accompHshed"  when  it  comes  to  deficit  reduction.  Do  you 
agree?  Is  the  deficit  mission  accompHshed?  Does  it  concern  you  that 
the  savings  the  Administration  had  originally  credited  to  health 
care  reform  have  just  about  evaporated?  Will  it  be  good  enough  to 
pass  health  care  reform  that  is  deficit  neutral,  or  should  the  effort 
still  strive  for  deficit  reduction? 

A.4.  I  prefer  to  approach  the  question  of  the  Federal  deficit  in  the 
broadest,  and  most  fundamental,  terms  rather  than  focusing  on 
particular  programs.  As  I  have  said  many  times  in  testimony  be- 
fore a  variety  of  congressional  committees,  the  continuing  sizable 
dissaving  by  the  Government  is  likely  to  lead  in  the  long  run  to  a 
lower  level  of  private  capital  formation,  with  negative  consequences 
for  productivity  and  living  standards.  Considerable  progress  has 
been  made  in  reducing  the  structural  deficit,  but  long-range  projec- 
tions suggest  that  the  recent  favorable  trend  will  be  reversed  in  the 
latter  part  of  this  decade.  Whether  this  turnaround  is  averted  by 
curbing  health  care  expenditures  or  by  other  means,  averting  it  is, 
to  my  mind,  critical  to  the  Nation's  future  wealth. 

Moving  Toward  Consumption  Taxes 

Q.5.  I  have  advocated  scraping  our  current  corporate  and  individ- 
ual income  tax  system  and  replacing  it  with  a  progressive  con- 
sumption-based income  tax  system  that  exempts  savings  and  in- 
vestment from  taxation.  Our  current  tax  system  awards  consumers 
and  penalizes  savers.  One  of  my  highest  priorities  is  to  work  to- 
ward policies  that  will  result  in  increased  national  saving.  Do  you 
think  a  consumed  income  tax  would  do  this?  Would  a  consumed  in- 
come tax  encourage  investment?  Our  current  tax  system  tilts  the 
playing  field  away  from  American  companies  and  toward  our  for- 
eign competitors.  For  example,  U.S.  exports  to  Europe  bear  the 
burden  of  both  U.S.  direct  taxes  (income  taxes)  and  European  indi- 
rect taxes  (the  European  VAT),  while  European  exports  to  the 
United  States  bear  the  burden  of  neither.  Will  moving  the  United 
States  to  a  consumed  income  tax  level  the  tax  playing  field? 

A.5.  It  is  fair  to  say  that  many  analysts  have  concluded  that  a  shift 
toward  consumption-based  taxes  could  yield  the  benefits  you  sug- 
gest. It  is  clearly  deserving  of  further  study. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  EUGENE  A.  LUDWIG 

Q.l.  To  the  extent  forum  shopping  is  threatened  in  the  form  of 
Federal  to  State  conversions,  my  understanding  is  that  the  OTS 
has  sufficient  legal  authority  to  block  such  conversions  undertaken 
to  impede  enforcement  efforts.  Do  you  believe  the  OCC  has  the 
legal  authority  to  prevent  such  action  or  is  remedial  legislation 
needed? 

A.1.  The  OCC  has  no  explicit  statutory  authority  to  prevent  conver- 
sions. While  it  is  possible  that  the  OCC  has  some  implicit  author- 
ity, it  has  never  been  tested  in  court.  Rather,  the  practice  of  the 
OCC  in  dealing  with  converting  national  banks  that  nave  outstand- 
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ing  supervisory/enforcement  issues  has  been  to  try  to  resolve  the 
problem  prior  to  the  conversion,  or  to  make  certain  that  the  succes- 
sor Federal  and  State  regulators  are  aware  of  the  problem  and  can 
consider  it  when  making  their  decision  on  the  conversion  and  de- 
ciding subsequent  supervision  of  the  institution. 

As  industry  consolidation  accelerates,  consolidations  may  lead  to 
competition  among  regulators  to  maintain  their  regulatory  base. 
The  OCC  believes  the  bank  regulatory  system  faces  an  increasing 
risk  from  what  has  sometimes  been  referred  to  as  a  "competition 
in  laxity"  among  regulators  to  attract  conversions  or  to  retain  insti- 
tutions within  their  regulatory  oversight.  Although  we  have  some 
concerns  about  conversions  and  are  monitoring  tnem,  the  OCC  is 
not  prepared  to  recommend  remedial  legislation  at  this  time. 

Q.2.  The  committee  created  by  the  Federal  banking  agencies  to  re- 
solve technical  differences  among  the  Federal  banking  agencies,  the 
Federal  Financial  Institutions  Examination  Council,  appears  to 
persons  outside  the  agencies  as  a  mechanism  for  prolonging,  rather 
than  resolving,  differences.  Why  does  the  process  seem  to  take  so 
long? 

A.2.  The  complex  nature  of  today's  banking  issues  is  a  major  factor 
in  the  amount  of  time  that  is  required  to  draft  regulations  or  de- 
velop examination  procedures.  Each  FFIEC  member  agency  has  its 
own  perspective  on  supervision  and  its  principal  regulatory  respon- 
sibilities as  well  as  its  own  internal  review  and  approval  processes 
before  decisions  are  finalized.  Although  a  diversity  of  views  can 
strengthen  the  final  product,  attaining  consensus  on  major  issues 
takes  time.  This  process  is  clearly  much  more  cumbersome  and 
time  consuming  than  if  a  single  regulator  issued  the  rules. 

Q.3.  How  convinced  are  you  that  bank  customers  really  know  when 
thev  are  buying  uninsured  products  (mutual  funds  and  annuities) 
at  banks  and  what,  if  anything,  do  you  believe  should  be  done  to 
better  inform  customers? 

A.3.  I  am  concerned  that  customers  understand  the  risks  involved 
in  purchasing  uninsured  products  from  banks.  I  am  disturbed  by 
evidence  that  customers  are  confused  about  whether  a  particular 
product  is  federally  insured.  Since  most  bank  sales  of  nondeposit 
products  (e.g.,  mutual  funds)  take  place  through  registered  broker- 
dealers  who  are  subject  to  oversight  by  the  Securities  and  Ex- 
change Commission  and  the  National  Association  of  Securities 
Dealers,  this  is  a  problem  for  the  bank  and  thrift  regulatory  agen- 
cies as  well  as  the  SEC  and  the  self-regulatory  agencies.  On  bal- 
ance, I  believe — and  OCC  examinations  confirm — that  most  banks 
are  doing  a  good  iob  of  informing  customers  of  the  differences  be- 
tween insured  ana  uninsured  products. 

To  ensure  that  banks  maintain  and  improve  on  their  perform- 
ance, the  OCC  has  taken  a  number  of  steps  to  strengthen  our  su- 
pervision of  banks  engaged  in  the  retail  sale  of  nondeposit  invest- 
ment products. 

In  July  1993,  the  OCC  issued  guidance  to  national  banks  on  the 
sale  of  investment  products,  such  as  mutual  funds,  annuities,  and 
other  nondeposit  products.  The  guidance  stresses  that  banks 
should  view  customers'  interests  as  central  to  all  aspects  of  their 
sales  programs,  and  that  the  OCC  will  take  appropriate  actions  to 
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address  violations  of  laws  and  regulations  associated  with  bank-re- 
lated sales  of  mutual  funds  and  other  retail  nondeposit  investment 
products. 

In  November  1993,  the  OCC  released  a  brochure  entitled  Depos- 
its and  Investments:  There's  A  Critical  Difference.  This  was  de- 
signed to  inform  bank  customers  that  mutual  funds  and  other  non- 
deposit  investment  products  they  buy  are  not  insured  by  the  FDIC. 

In  February  1994,  the  OCC,  the  Federal  Deposit  Insurance  Cor- 
poration (FDIC),  the  Federal  Reserve  Board,  and  the  Office  of 
Thrift  Supervision  jointly  issued  the  Interagency  Statement  on  Re- 
tail Sales  of  Nondeposit  Investment  Products.  The  new  Interagency 
Statement  covers  a  bank's  nondeposit  retail  sales  operation,  includ- 
ing sales  by  bank  employees  and  sales  by  employees  of  third  party 
vendors  on  bank  premises.  The  statement  reiterates  the  informa- 
tion presented  in  the  OCC's  July  1993  guidance  to  bankers. 

To  ensure  that  national  banks  live  up  to  the  spirit  and  letter  of 
the  Interagency  Statement,  the  OCC  is  examining  every  national 
bank  engaged  in  the  sale  of  mutual  funds  or  annuities  during  the 
present  supervisory  cycle.  On  February  15,  1994,  the  OCC  issued 
detailed  guidance  to  examiners  for  conducting  these  examinations. 

Earlier  this  year,  the  OCC  participated  in  interviews  of  the  mu- 
tual funds  customers  of  several  national  banks  to  determine  which 
sales  practices  were  most  effective  in  reducing  customer  confusion 
about  the  products.  The  interviews  strongly  suggest  that  oral  dis- 
closure is  one  of  the  most  effective  means  of  dispelling  customer 
confusion  about  the  fact  that  these  products  are  not  FDlC-insured. 
Although  our  analysis  was  not  designed  to  generate  statistically 
valid  results,  it  strengthens  our  belief  in  the  need  to  confirm  oral 
disclosures  in  bank  sales  presentations.  The  OCC  strongly  supports 
the  FDIC's  proposal  to  conduct  a  sales  testing  program  of  all  FDIC- 
insured  institutions  that  sell  mutual  funds  or  annuities. 

We  also  are  working  to  make  sure  banks'  written  disclosures  to 
mutual  fund  customers  are  meaningful.  The  OCC  recently  com- 
pleted a  review  of  more  than  8,500  documents  used  to  promote  and 
market  retail  nondeposit  investment  products,  which  over  700  na- 
tional banks  voluntarily  submitted  to  us.  This  review  offered  na- 
tional banks  the  opportunity  to  obtain  our  views  on  some  of  their 
mutual  funds  practices  prior  to  their  next  scheduled  examination. 
The  voluntary  participation  of  so  many  national  banks  in  this  effort 
clearly  shows  the  industry's  determination  to  develop  and  adhere 
to  high  standards  in  this  area.  The  review  also  demonstrated  that 
industry  leadership  and  regulators  must  continue  to  develop  stand- 
ards for  judging  clear  and  adequate  disclosure  in  the  retail  sale  of 
nondeposit  investment  products. 

The  OCC  continues  to  work  with  other  Government  agencies  and 
self-regulatory  organizations  to  coordinate  regulatory  efforts  and  to 
enhance  the  efficiency  of  our  activities.  For  instance,  the  OCC  is 
working  cooperatively  with  the  NASD  and  other  bank  regulators  in 
an  effort  to  make  securities  industry  examinations  available  to 
bank  employees  who  sell  nondeposit  investment  products. 

Q.4.  In  the  past,  I  believe  you  have  spoken  about  the  fact  that  fed- 
erally-insured depository  institutions  are  required  to  comply  with 
CRA  requirements  while  other  non-regulated  financial  institutions 
have  no  such  requirements.  What  adcfitional  responsibilities  or  re- 
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quirements,  if  any,  do  you  believe  should  be  placed  on  the  competi- 
tors of  federally-insured  depository  institutions? 

A.4.  During  the  many  hearings  bank  regulators  conducted  on  CRA, 
many  banks  and  community  leaders  commented  that  some  form  of 
CRA  obligation  should  be  made  to  apply  to  other  financial  institu- 
tions besides  banks  and  thrifts.  Although  I  believe  that  CRA  is  an 
important  responsibility  that  banks  and  thrifts  are  required  to  up- 
hold, I  am  also  cognizant  that  federally-insured  banks  have  broader 
credit  access  obligations  than  non-federally  regulated  lenders.  The 
CRA  does  not  lend  itself  readily  to  extension  in  precisely  the  same 
form  to  all  types  of  nondepository  financial  institutions.  Neverthe- 
less, I  believe  Congress  should  consider  imposing  analogous  obliga- 
tions on  these  institutions.  Legislative  action  of  this  nature  would 
help  to  level  the  playing  field  within  the  financial  services  sector 
ana  lay  a  foundation  for  future  economic  growth  by  extending  the 
benefits  of  participation  in  the  financial  system  to  individuals  and 
populations  who  currently  do  not  participate  fully. 

Q.5.  In  the  recent  [Riegle  Community  Development  Banking  and 
Regulatory  Improvement  Act],  we  added  a  provision  that  allows  the 
agencies  to  conduct  an  examination  every  18  months  instead  of 
every  year  for  manv  small-  to  moderate-sized  banks,  but  only  if  the 
agency  finds  that  this  reduction  in  exam  frequency  is  justified  from 
a  safety  and  soundness  standpoint.  In  a  recent  speech,  [the  Comp- 
troller] noted  that  you  were  looking  at  extending  the  exam  cycle  to 
provide  national  banks  relief  from  their  supervision  expenses. 
Should  we  be  concerned  that  the  pressure  on  the  OCC  to  address 
charter-switching  will  unduly  influence  the  decision  on  whether  an 
extended  exam  cycle  is  prudent? 

A.5.  We  will  not  allow  the  possibility  of  conversion  to  a  State  char- 
ter to  keep  OCC  examiners  from  doing  what  we  believe  is  nec- 
essarv  to  properly  supervise  national  banks.  This  legislation  will 
not  change  that  longstanding  practice.  In  fact,  we  believe  the  over- 
all quality  of  our  examination  function  is  a  positive  aspect  of  the 
national  banking  system. 

Extending  the  time  between  examinations  for  smaller,  healthy 
banks,  as  permitted  by  the  Riegle  Community  Development  Bank- 
ing and  Regulatory  Improvement  Act,  will  not  compromise  the  in- 
tegrity of  the  supervision  process.  It  will  permit  the  OCC  to  reduce 
unnecessary  burdens  borne  by  those  institutions. 

Q.6.  The  recent  Riegle  Community  Development  Banking  and  Reg- 
ulatory Improvement  Act  contains  important  provisions  granting 
the  OTS  and  the  OCC  greater  independence.  Will  you  commit  to 
Congress  to  use  your  independence? 

A.6.  As  I  stated  in  response  to  a  similar  question  raised  by  you  and 
Senator  D'Amato,  I  agree  that  section  331  of  the  Act  requires  the 
establishment  of  a  fundamentally  new  process  for  Treasury  in- 
volvement in  the  OCC's  regulations  and  that  this  process  must  be 
structured  so  that  the  Treasury  Department  does  not  have  author- 
ity over  the  issuance  of  any  proposed  or  final  OCC  reflation  that 
the  Comptroller  has  determined  to  issue.  Wliile  it  is  important  to 
maintain  a  consultative  relationship  with  the  Treasury  Depart- 
ment, the  new  process  must  not  allow  Treasury  to  delay  or  rewrite 
OCC  regulations. 
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During  my  tenure  as  Comptroller  of  the  Currency,  I  will  use  the 
independence  provisions  in  section  331  of  the  Riegle  Community 
Development  and  Regulatory  Improvement  Act  of  1994  to  the  ex- 
tent provided  by  law  and  to  implement  procedures  and  poHcies  that 
are  consistent  with  this  commitment. 

Q.7A.  We  have  now  had  reports  of  some  14  mutual  funds  whose 
managers,  many  of  them  banks,  felt  compelled  to  cover  losses  asso- 
ciated with  derivatives.  The  derivatives,  often  in  the  form  of  struc- 
tured debt  securities,  appear  to  have  been  seriously  misused.  Are 
you  getting  as  much  information  about  bank  and  thrift  holdings  of 
structured  debt,  which  has  embedded  derivatives,  as  you  are  aoout 
stand-alone  derivatives? 

A,7A.  Structured  debt  holdings  are  currently  not  separately  re- 
ported in  the  Call  Report,  whereas  swaps,  options,  forwards,  and 
futures  are  separately  reported.  In  that  sense,  we  have  not  gen- 
erally received  as  much  information  about  structured  notes  that 
banks  hold  as  other  commonly  discussed  types  of  derivatives.  How- 
ever, certain  specific  information  about  bank  holdings  of  structured 
notes  will  be  more  generally  available  in  early  1995,  when  banks 
will  be  required  to  report  book  and  market  value  information  on 
structured  notes  on  Schedule  RC-B  (Securities)  of  the  Call  Report 
for  the  first  time. 

The  OCC  has  been  concerned  that  some  banks  are  unaware  of 
the  significant  market  and  liquidity  risks  inherent  in  some  types 
of  structures.  On  July  21,  1994,  the  OCC  issued  Advisory  Letter 
94-2,  Purchases  of  Structured  Notes,  to  warn  banks  of  these  risks. 
The  Advisory  states  that  "the  OCC  considers  it  an  unsafe  and  un- 
sound banking  practice  to  purchase  material  amounts  of  structured 
notes  .  .  .  without  a  full  appreciation  of  the  risks  involved." 

As  part  of  the  OCC's  examination  process,  we  are  reviewing  na- 
tional banks'  investments  in  structured  notes.  By  year-end,  we 
should  know  more  precisely  the  extent  of  national  banks'  involve- 
ment in  these  products.  We  intend  to  use  the  information  we  gath- 
er to  identify  those  banks  which  merit  special  examination  re- 
view— i.e.,  those  banks  that  have  large  holdings  of  those  structured 
notes  (e.g.,  dual  index  and  inverse  floaters)  that  have  experienced 
the  most  depreciation  as  interest  rates  have  risen  and  with  respect 
to  which  we  have  the  greatest  concerns.  We  will  examine  these 
banks  to  assess  whether  they  have  complied  with  Banking  Circular 
277  and  the  Advisory  Letter  and  take  appropriate  supervisory  or 
regulatory  action  as  necessary. 

Q.7^.  If  bank  holding  companies  consistently  bail  out  proprietary 
mutual  funds  with  problems,  does  that  make  future  customers  in- 
creasingly come  to  view  these  fiinds  as  bank  guaranteed? 

A.7^.  We  know  of  six  national  banking  companies  that  have  made 
contributions  to,  or  purchased  assets  from,  money  market  mutual 
funds  they  advise.  None  of  these  contributions/purchases  resulted 
in  actual  reductions  of  bank  capital.  Such  practices  could  affect  cus- 
tomers' views  about  the  risk  of  money  market  mutual  funds.  It  is 
very  possible  that  a  continued  pattern  or  practice  of  bank  holding 
companies'  shoring  up  their  proprietary  money  market  mutual 
funds  could  lead  some  bank  customers  to  believe  that  these  funds 
are,  in  effect,  "bank  guaranteed." 
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The  OCC  is  concerned  that  bank  customers  understand  that  pro- 
prietary mutual  fund  shares  are  not  bank  guaranteed.  To  ensure 
that  bank  customers  understand  the  inherent  risk  of  investing  in 
mutual  funds  and  other  nondeposit  products,  the  OCC  and  the 
other  Federal  and  thrift  banking  agencies  issued  an  Interagency 
Statement  on  Retail  Sales  of  Nondeposit  Investment  Products  on 
February  15,  1994.  The  Interagency  Statement  stresses  that  banks 
should  market  nondeposit  products  in  a  manner  that  is  not  mis- 
leading or  confusing  to  customers  as  to  the  nature  of  the  products 
and  the  risks.  In  particular,  where  nondeposit  products  are  rec- 
ommended or  sold  to  retail  customers,  the  Statement  provides  that 
customers  be  fully  informed  that  the  products  are  not  insured  by 
the  FDIC;  are  not  deposits  or  other  obligations  of  the  institution 
and  are  not  guaranteed  by  the  institution;  and  are  subject  to  in- 
vestment risks,  including  possible  loss  of  the  principal  invested. 

Q.8.  In  an  oversight  hearing  on  the  condition  of  the  financial  sys- 
tem a  few  years  ago,  the  noted  bank  analyst,  Alex  Sheshunoff,  ex- 
pressed concerns  over  the  large  foreign  bank  presence  in  the  U.S. 
market: 

There  is  a  benefit  to  American  business.  It  is  lower-cost  loans 
short  term.  However,  what  concerns  us  is  simply  this,  over  the 
long  term  control  over  a  nation's  financial  institutions  means 
control  over  individuals  and  businesses  including  selecting  which 
of  those  are  provided  with  credit  and  allowed  to  grow. 

According  to  a  recent  OCC  report,  foreign  banks  now  make  [471 
percent  of  all  business  loans  in  the  U.S.  market.  Gerald  Corrigan 
made  a  speech  about  the  large  foreign  bank  presence  in  the  U.S. 
market  when  he  was  President  of  the  Federal  Reserve  Bank  of 
New  York.  In  that  speech  Mr.  Corrigan  stated: 

Is  there  a  point  where  the  extent  of  foreign  banking  presence 
in  U.S.  markets  could  give  rise  to  public  policy  concerns  about 
such  presence?  In  my  judgment  the  candid  answer  to  that  ques- 
tion is  yes. 

Do  you  have  any  concerns  over  the  large  foreign  bank  share  of 
our  market,  and  if'^not  whether  they  could  see  circumstances  when 
they  would  have  concerns? 

A.8.  In  general,  we  are  concerned  about  any  trend  that  threatens 
to  bring  about  excessive  concentration  in  the  industry  and  results 
in  a  reduction  in  competition  or  in  the  choices  available  to  the  con- 
sumers of  bank  services.  However,  we  do  not  see  the  current  for- 
eign bank  presence  in  the  United  States  as  having  those  effects. 

The  significance  of  the  U.S.  market  share  of  foreign  banks  is 
partly  exaggerated  by  the  fact  that  it  is  calculated  on  the  basis  of 
loans  held  in  portfolio  rather  than  loans  originated.  U.S.  banks 
tend  to  play  the  role  of  agent  banks  in  commercial  loan  syndica- 
tion, but  U.S.  banks  hold  smaller  portions  of  the  loans  they  origi- 
nate, on  average,  than  foreign  banks.  Perhaps  this  reflects  how 
highly  developed  our  capital  markets  are  in  this  country.  Foreign 
banks'  market  shares  include  considerable  portions  of  syndicated 
loan  participations  originated  by  U.S.  banks,  particularly  commer- 
cial and  industrial  loans. 
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Although  experts  may  argue  over  the  precise  size  of  the  share 
todav,  it  has  grown  over  the  past  decade  due  to  several  factors:  (1) 
the  lower  margins  accepted  by  foreign  banks  as  they  have  gained 
market  share,  (2)  the  lower  cost  of  capital  for  foreign  banks,  (3)  the 
diversity  of  financial  services  provided  by  foreign  banks  relative  to 
most  U.S.  banks,  (4)  the  tendency  of  large  international  banks  to 
follow  their  customers  as  they  venture  overseas,  and  (5)  the  will- 
ingness of  foreign  banks  to  continue  lending  during  the  domestic 
credit  crunch  of  the  early  1990's. 

The  first  factor  can  be  a  source  of  concern  for  U.S.  banks  only 
as  long  as  foreign  banks  are  willing  to  accept  sub-normal  margins 
from  their  business  in  this  country.  While  this  is  a  common  short- 
term  strategy  for  breaking  into  a  new  market,  it  is  not  feasible  over 
the  long  term. 

The  second  factor,  the  lower  cost  of  capital  enjoyed  by  foreign 
banks,  appears  to  have  largely  disappeared  in  recent  years. 

The  third  factor,  the  diversity  of  financial  services,  could  con- 
tinue to  be  a  source  of  eroding  market  shares  for  U.S.  banks  as 
long  as  U.S.  customers  prefer  the  products  and  services  combina- 
tion offered  by  foreign  banks,  or  until  U.S.  banks  begin  to  match 
the  services  of  their  foreign  bank  competitors.  Opening  U.S.  mar- 
kets to  this  kind  of  competition  is  good  for  their  long-run  competi- 
tiveness and  good  for  U.S.  businesses  and  other  bank  customers. 

The  substantial  increase  in  foreign  direct  investment  into  the 
U.S.  during  the  1980's,  along  with  the  strategy  of  large  inter- 
national banks  to  provide  their  customers  with  banking  services  as 
they  venture  overseas,  has  been  a  fourth  factor  explaining  the 
growth  in  the  U.S.  market  share  of  foreign  banks.  Access  to  credit 
by  the  U.S. -based  affiliates  of  foreign  companies  is  likely  to  be  in- 
fluenced in  large  part  by  the  established  relationships  between  the 
foreign  banks  and  the  overseas-based  parent  company. 

The  observed  rise  in  foreign  banks'  market  share  in  the  late 
1980's,  and  especially  the  early  1990's,  is  also  due  to  the  slowdown 
in  lending  by  domestic  banks.  During  this  period,  foreign  banks 
continued  to  make  loans  while  U.S.  banks  were  more  reluctant  to 
do  so.  During  the  past  2  years,  however,  U.S.  banks  have  increased 
lending  and  reversed  this  trend. 

In  summary,  these  factors  reflect  a  combination  of  foreign  bank 
strategies  and  competitive  strengths,  international  economic  forces, 
and  cyclical  economic  and  financial  trends.  In  the  long  run,  the 
U.S.  banking  industry  and  the  U.S.  economy  will  fare  best  if  U.S. 
banks  are  allowed  and  encouraged  to  develop  new  strengths  and 
flexibility  in  response  to  these  competitive  challenges. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
AND  SENATOR  D'AMATO  FROM  EUGENE  A.  LUDWIG 

Section  331  of  the  Riegle  Community  Development  Banking  and 
Regulatory  Improvement  Act  of  1994  provides  that  the  Secretary  of 
the  Treasury  may  not  delay  or  prevent  the  issuance  of  any  rule  or 
promulgation  of  any  regulation  by  the  Comptroller  of  the  Currency 
or  the  Director  of  the  Office  of  Thrift  Supervision.  The  conference 
report  stated  specifically  that  OCC  and  OTS  regulations  must  no 
longer  be  subject  to  a  Treasury  Department  clearance  process  that 
allows  the  Treasury  to  block,  delay,  or  rewrite  any  proposed  or 
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final  regulation  that  the  Comptroller  of  the  Currency  or  the  OTS 
Director  has  determined  to  issue.  Congress  intended  to  replace  the 
existing  working  relationship  between  Treasury  and  the  OCC  and 
the  OTS  in  the  area  of  rulemaking  with  a  new  process  that  would 
not  allow  Treasury  to  block,  delay,  or  rewrite  OCC  or  OTS  regula- 
tions. The  law  created  a  fundamentally  new  process. 

Q.l.  Please  confirm  that  you  agree  that  section  331  of  the  Act  re- 
quires the  establishment  of  a  fundamentally  new  process  for  Treas- 
ury involvement  in  OCC  and  OTS  regulations,  structured  so  that 
the  Treasury  Department  cannot  block,  delay,  or  rewrite  any  pro- 
posed or  final  regulation  the  Comptroller  or  the  Director  deter- 
mines to  issue. 

A.1.  I  agree  it  is  clear  that  section  331  of  the  Act  prevents  the 
Treasury  Department  from  blocking,  delaying,  or  rewriting  pro- 
posed and  final  rules  issued  by  the  Comptroller  of  the  Currency. 
We  are  currently  having  discussions  with  Treasury  about  new  pro- 
cedures to  implement  these  provisions.  We  expect  these  new  proce- 
dures to  be  fully  in  place  shortly.  When  the  new  procedures  are  fi- 
nalized, the  OCC  will  maintain  a  consultative  relationship  with  the 
Treasury  Department  but  (consistent  with  the  new  law).  Treasury 
will  not  block,  delay,  or  rewrite  OCC  rules. 

Q.2.  Please  provide  the  Committee  with  any  memoranda  prepared 
for  your  reference  concerning  the  scope  ana  impact  of  section  331 
on  your  agency. 

A.2.  Attached  is  a  copy  of  the  memorandum  dated  September  12, 
1994,  from  Julie  L.  Williams,  Chief  Counsel,  to  me  concerning  the 
scope  and  impact  of  section  331. 

Q.3.  Please  describe  the  new  procedures  that  you  have  put  in  place 
to  accomplish  the  requirements  of  section  331. 

A.3.  We  are  currently  discussing  with  Treasury  the  establishment 
of  new  procedures  that  will  allow  Treasury  to  offer  advice  and 
counsel  during  the  OCC's  rulemaking  process  in  a  way  that  does 
not  permit  Treasury  to  block,  delay,  or  rewrite  the  OCC's  rules.  In 
the  meantime,  we  are  following  informal  procedures  to  give  Treas- 
ury an  opportunity  to  review  rulemaking  in  draft  form  and  provide 
policy  guidance  in  a  manner  that  does  not  prevent  or  delay  the  is- 
suance of  a  regulation.  As  soon  as  the  new  procedures  are  finalized, 
which  we  expect  to  be  very  soon,  we  will  provide  you  with  a  de- 
tailed description. 

Q.4.  Please  identify  any  instances,  subsequent  to  September  23, 
1994,  of  actions  or  inactions  by  the  Treasury  Department  that  have 
blocked,  delayed,  or  prevented  the  issuance  of  any  rule  or  promul- 
gation of  any  regulation  by  the  Comptroller  of  the  Currency  or  the 
Director  of  the  Office  of  Thrift  Supervision. 

A.4.  As  noted  above,  we  are  in  the  process  of  finalizing  new  proce- 
dures with  Treasury  to  implement  the  new  law.  Since  September 
23,  1994,  and  during  this  transition  period,  a  number  of  draft  rules 
have  been  sent  to  Treasury  for  Treasury's  policy  views.  This  infor- 
mal process  has  worked  well  to  avoid  Treasury  blocking,  delaying, 
or  preventing  the  issue  of  OCC  proposed  and  final  rules.  We  expect 
our  final  procedures  will  substantially  resemble  the  informal  proc- 
ess we  have  begun. 
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MEMORANDUM 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Wasnmgton.  DC    20219 

To:  Eugene  A.  Ludwig,  Comptroller  ot  the  Currency 

From:  JuUe  L.  Williams.  Chief  Cd>i^j^^^ 

Date:  September  12.  1994     -^ 

Subject:  New  Standards  for  Treasury  Department  Involvement  in  OCC  Rulemakings 

I.  INTRODUCTION  AiND  SUMMARY  CONCLUSION 

The  purpose  of  this  memorandum  is  to  advise  you  regarding  the  new 
relationship  between  the  Treasury  Department  ("Treasury")  and  the  OCC  with  respect  to 
rulemakings  established  by  the  Riegle  Community  Development  and  Regulatory  Improvement 
Aa  (the  "CDFI  bill").'   Section  331  of  the  CDFI  bill  provides  that  "[t]he  Secretary  of  the 
Treasury  may  not  delay  or  prevent  the  issuance  of  any  rule  or  the  promulgation  of  any 
regulation  by  the  Comptroller  of  the  Currency."'  While  the  CDFI  bill  does  not  elaborate  on 
what  form  this  new  relationship  should  take,  certain  fundamental  principles  concerning  the 
permissible  range  of  Treasury/OCC  interactions  can  be  distilled  from  the  language  of  the  bill 
and  its  accompanying  legislative  history.    In  my  opmion,  these  principles,  which  govern  our 
future  relationship  with  Treasury,  are  four 

•  The  current  Treasury/OCC  regulation  review  and  clearance  process 
must  change; 

•  Treasury  may  express  policy  views  and  goals  to  the  OCC  respecting 
regulations; 

•  Treasury  involvement  in  the  OCC  regulation  prtx:ess,  in  whatever 
form,  must  occur  in  such  a  way  that  Treasury's  role  does  not  block  or 
delay  the  process;  and 


'     The  CDFI  bill  was  reported  out  of  the  conference  committee  and  passed  by  both  the 
House  and  Senate.   The  President  is  expeaed  to  sign  the  bill  into  law  this  September. 


'    H.R.  3474,  103d  Cong.,  2d  Sess.  §  331(b)(2)  (1994). 


192 


•  You  have  authonty  to  issue  any  regulation,  in  such  fonn  as  you  may 

determine,  notwithstanding  disagreements  with,  or  objection  irom 
Treasury. 

The  above  principles  leave  unclear  the  details  and  precise  extent  to  which  the 
present  review  process  must  be  changed.    Nonetheless,  in  my  opinion,  they  represent  the 
criiical  cornerstones  of  how  any  new  process  must  work. 

n.        BACKGROUND 

In  addition  to  section  331  of  the  CDFI  bill.  Treasury's  role  in  the  OCC 
rulemaking  process  was  addressed  by  the  accompanying  conference  repon  and  several  floor 
statements  by  memben  of  the  conference  comminee.    Each  of  these  sources  is  described 
below. 

A.        Bill  Language 

Section  331(b)(2)  of  the  CDFI  bLQ  states  in  relevant  part: 

The  Secretary  of  the  Treasury  may  not  delay  or  prevent  the 
issuance  of  any  rule  or  the  promulgation  of  any  regulation  by 
the  Comptroller  of  the  Currency.-' 

The  bill  provides  no  further  details  on  what  role  Treasury  can  or  should  play  in  the  OCC 
rulemaking  process. 


'    The  provision  states  in  full: 

The  Comptroller  of  the  Currency  shall  have  the  same  authority 
over  matters  within  the  jurisdiction  of  the  Comptroller  as  the 
Director  of  the  Office  of  Thrift  Supervision  has  over  matters 
within  the  Director's  jurisdiction  under  section  3(b)(3)  of  the 
Home  Owners'  Loan  Act.   The  Secretary  of  the  Treasury  may 
not  delay  or  prevent  the  issuance  of  any  rule  or  the 
promulgation  of  any  regulation  by  the  Comptroller  of  the 
Currency. 

H.R.  3474,  I03d  Cong.,  2d  Sess.  §  331(b)(2)  (1994).  The  provision  in  the  final  bill  differs 
slightly  from  the  version  that  was  agreed  to  at  the  conference. 
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B.  Conference  Report' 

The  conterence  repon  to  the  CDFI  bill  explains  tunher: 

With  regard  to  rulemaking,  section  331  provides  that  the 
Secretary  shall  not  delay  or  prevent  the  issuance  of  regulations 
developed  by  the  OTS  or  OCC.   The  Conferees  do  not  intend  to 
preclude  the  Treasury  Depanment  and  the  respective  agencies 
from  communicatuig  during  a  rulemaking  process  regarding  the 
Treasury  Depanment  s  policy  goals  and  objectives.   However, 
regulations  developed  by  the  OCC  and  OTS  shall  no  longer  be 
subject  to  a  Treasury  Department  review  or  clearance  process 
that  allows  the  Treasury  to  block,  delay  or  rewrite  any  OCC  or 
OTS  proposed  or  final  regulation  that  the  Comptroller  of  the 
Currency  or  the  director  of  the  OTS  has  determined  to  issue. 
The  bill  does  not  alter  the  Treasury  Secretary's  ability  to 
express  policy  views  to  the  Comptroller  of  the  Currency  and  to 
the  Direaor  of  the  OTS.' 

C.  Frank/Neal  Colloquy' 

Subsequent  to  the  issuance  of  the  conference  report.  Representatives  Frank  and 
Neal  engaged  in  a  colloquy  when  the  CDFI  bill  was  brought  to  the  House  floor  for  a  final 
vote.   The  colloquy  affected  an  interpretation  of  section  331  that  would  essentially  maintain 
the  status  quo.   The  Representatives  (both  of  whom  were  members  of  the  conference 
committee  and  had  approved  the  conference  report  language)  asserted  that  the  Treasury 
Department's  role  in  reviewing  and  coordinating  OCC  regulations  would  not  "be  abrogated 
or  otherwise  adversely  affected"  by  section  331  of  the  CDFI  bill.'  They  also  stated  that  the 
bill's  prohibition  of  any  "delay"  in  promulgating  OCC  regulations  did  not  prohibit  the  usual 
Treasury  review  process,  but  only  prevented  such  delay  that  is  "unreasonable  under  the 
circumstances  or  that  effectively  prevents  [the]  .  .  .  issuance  [of  rules}."* 


*  S££  Attachment  A  for  full  text. 

'  H.R.  Conf.  Rep.  No.  652,  103d  Cong.,  2d  Sess.  43  (August  2,  1994). 

*  S^  Attachment  B  for  full  text. 

'  106  Cong.  Rec.  H6783  (daily  ed.  August  4,  1994). 

*  Id.  (stating  "[tjbe  term  'delay,'  as  used  in  section  331,  does  not  include  the  time 
reasonably  required  for  the  Secretary  to  review  proposed  regulations  and  ensure  their 
consistency  with  other  regulations  and  with  sound  financial  institutions  policy"). 
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D.        Riegle  Floor  Statement' 


Five  days  later,  on  August  9.  1994.  Senator  Riegle.  Chairman  of  the 
conference  commmee  and  author  of  the  conference  report,  addressed  the  same  issue  in  his 
floor  statement  introducing  the  CDFI  bill  to  the  hill  Senate.    His  comments  were  prompted 
by  the  Frank/Neal  colloquy.    Unlike  Representatives  Frank  and  NeaJ.  Senator  Riegie 
reaffirmed  the  position  expressed  in  the  conference  repon.  stating  that: 

The  conferees  clearly  did.  and  intended  to.  affect  and  change  the 
existing  relationship  between  Treasury  and  the  regulatory 
bureaus  in  the  areas  of  rulemaking.   The  conference  report 
makes  this  clear.   The  report  states  that  regulations  developed 
by  the  OCC  and  OTS  shall  no  longer  be  subject  to  Treasury 
Department  review  or  clearance  process  that  allows  the  Treasury 
to  block,  delay  or  rewrite  any  proposed  or  fmal  regulation. 
However.  Treasury  is  not  precluded  from  communicating  during 
a  rulemaking  process  regarding  the  Treasury  Department's 
policy  goals  and  objectives. 

Senator  Riegle  further  stated,  in  response  to  the  Frank/Neal  colloquy,  that: 

The  conference  committee  voted  against  an  amendment  by  a 
House  member'"  to  eliminate  rulemaking  from  the  .  .  . 
nonintervention  provisions.   The  amendment  which  was  agreed 
to  by  the  conferees  specifies  that  in  the  rulemaking  area,  we 
mean  to  stop  Treasury  vetoes  and  delays  of  proposed  or  fmal 
rules  and  regulations.   These  problems  occur  under  the  existing 
review  and  clearance  process.    Nothing  in  this  clarifying 
amendment  allows  the  continuance  of  the  status  quo.  or  the 
circumvention  of  the  conference  committee. 

109  Cong.  Rec.  SI  1040-41  (daily  ed.  August  9,  1994). 

E.        D'Amato  Floor  Statement" 

On  the  same  day  Senator  Riegle  introduced  the  final  bill.  Senator  D'Amato, 
the  ranking  minority  member  among  the  Senate  conferees,  also  expounded  on  the  purpose  of 


'    Sse  Attachment  C  for  full  text. 

"  The  House  member  was  Representative  Frank. 


"   SfiS  Attachment  D  for  full  text. 
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seciion  331  in  a  statement  on  the  Senate  rloor.    He  specifically  addressed  the  comments  by 
Representatives  Fraiik  and  Neai.  noting: 

There  is  nothing  ambiguous  about  either  the  .  .  .  language  [of 
the  CDFI  bill]  or  the  accompanying  narrative  [in  the  CDFI 
conference  repon].    Nevenheless.  an  effort  has  been  made  on 
the  floor  of  the  House  to  reinterpret  this  provision  as  if  the 
conferees  intended  it  to  have  no  effect  --  as  if  our  real  interest 
was  for  the  [Treasury]  Secretary  to  continue  to  review  proposed 
regulations  of  the  OCC  and  OTS.  continue  to  rewrite  and  revise 
them,  continue  to  delay  or  block  their  issuance,  and  so  forth. 
Some  of  the  conferees  may  have  desired  that  outcome,  but  they 
did  not  prevail  in  the  conference  committee.   Their 
characterization  of  the  conferees'  intentions  lacks  foundation.   It 
directly  contradicts  both  the  legislative  language  and  the 
narrative  explanation  of  that  language.    Our  intention  ~  and  I 
speak  as  one  of  the  authors  of  this  language  ~  was  not  to  leave 
the  current  review  process  in  place.    Our  intention  was  to  create 
a  new  process  in  which  the  Treasury  Department  would  no 
longer  review  OTS  and  OCC  rules  and  regulations.   We  opted 
for  change.   We  rejected  the  status  quo.   The  cotiference  report, 
duly  adopted  by  the  conference  committee,  plainly  and 
accurately  describes  the  choices  the  conference  committee  made. 
It  speaks  for  itself. 

109  Cong.  Rec.  S 11042  (daily  ed.  August  9,  1994). 

m.      DISCUSSION 

The  plain  language  of  section  331  of  the  CDFI  bill  -  that  "[t]he  Secretary  of 
the  Treasury  may  not  delay  or  prevent  the  issuance  of  any  rule  or  the  promulgation  of  any 
regulation'^  by  the  Comptroller  of  the  Currency"  -  establishes  two  of  the  key  standards  for 


'^  Notwithstanding  the  implied  distincdon  made  in  the  bill's  language  between  "the 
issuance  of  [a]  rule"  and  "the  promulgation  of  [a]  regulation, "  for  puiposes  of  this  analysis 
the  distinction  is  largely  without  a  difference.   The  terms  "regulation"  and  "rule"  as  well  as 
"issue"  and  "promulgate"  are  generally  used  interchangeably.    S^,  e^,  Kenneth  C.  Davis, 
Richard  J.  Pierce,  Jr.,  Administrative  Law  Treatise  §§6.1,  7.13,  at  227-28,  371  (3d  ed. 
1994)  [hereinafter  "Davis"];  Stein,  Mitchell  and  Mezines,  Administrative  Law  (1993);  Kaiser 
Aluminum  &  Chemical  Corp.  v.  Boniomo.  494  U.S.  827,  837  (1990).   Nevertheless,  some 
modest  distinctions  between  such  terms  can  be  drawn.    For  example,  sometimes  the  term 
"rule"  can  mean  a  principle  of  law  arising  from  adjudication.   Davis  supra,  at  225-27.   Thus, 

(continued...) 
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the  new  process:  Treasury's  role  may  not  delay  the  issuance  of  an  OCC  rule,  and  Treasury 
may  not  block  a  rule  the  OCC  seeks  to  issue.    For  more  explicit  direction  as  to  how  the 
Treasury  Department  and  OCC  should  work  together,  the  legislative  history  ot  this  provision 
provides  guidance.    But  since  elements  ot"  the  Frank/Neal  colloquy  contradict  other  sources 
of  legislative  history,  we  must  first  determine  which  aspects  of  the  legislative  history  deserve 
the  greatest  weight.'' 

In  this  instance,  there  are  three  different  sources  of  legislative  history  --  the 
CDFI  coat'erence  repon.  floor  statements  by  conference  committee  chairman  Riegle  and 
minority  committee  leader  D'Amato.  and  a  floor  colloquy  between  Representatives  Frank  and 
Neal.     The  relative  importance  of  each  of  these  sources  is  discussed  below: 

Conference  Committee  repon:    Committee  reports  are  generally  accorded  the 
highest  significance  by  courts  because  they  represent  the  "considered  and  collective 
understanding  of  those  Congressmen  involved  in  drafting  and  studying  proposed 


'^(...continued) 
a  broad  construction  of  section  331(b)(2)  could  provide  that  a  "rule"  is  issued  whenever 
precedent  is  established  in  an  administrative  proceeding,  preventing  Treasury  from  interfering 
with  administrative  decisions.   However,  the  Treasury  Department  does  not  intervene  in  such 
matters  as  a  matter  of  practice,  thus  this  construction  would  not  have  any  immediate  practical 
effect.   Similarly,  the  word  "issue"  can  be  defined  to  mean  the  point  in  time  when 
legulauons  are  filed  with  the  Office  of  the  Federal  Register,  whereas  regulations  are 
"promulgated"  when  they  are  published  in  the  Federal  Register.    United  Technologies  v. 
OSHA.  836  F.2d  53,54  (2d  Cir.  1987).   By  using  both  "issue"  and  "promulgate. '  Congress 
may  have  intended  that  Treasury  can  neither  delay  or  stop  the  OCC  from  sending  a  rule  to 
the  Federal  Register  nor  having  the  lule  published  by  the  Federal  Register.   Again  such  a 
distinction  has  little  practical  effea.   In  any  event,  by  using  both  the  phrase  "issuance  of  [a] 
rule"  and  'promulgation  of  a  regulation,"  it  is  clear  that  Congress  wanted  to  encompass  a 
broad  range  of  rulemaking  procedures. 

"   Some  leading  jurists,  most  notably  Justice  Antonin  Scalla,  oppose  the  use  of 
legislative  history  to  determine  the  textual  meaning  of  statutory  language  except  where  to 
ignore  the  legislative  history  would  produce  an  absurd  result.  S^  Karkkainen,  Plain 
Meaning:    Jii^ce  .Scaiia's  Jiiri«:prudence  of  Stria  Statutory  Construction.  17  Harv.  J.L.  & 
Pub.  Pol'y  401,  401  (1994).   However,  the  bulk  of  judicial  opinion  affirms  that  legislative 
history  is  and  should  remain  an  important  pan  of  statutory  analysis.    S^,  e.g..  Breyer,  S., 
On  the  Uses  of  T.^gislative  History  in  Interpreting  Stamtes.  65  S.  Cal.  L.  Rev.  845  (1991- 
92);  Wald,  P.,  TTig  ^JTzling  MiT^Tyr  The  Use  of  Legislative  Hlstorv  in  Construing  Statutes 
in  the  1988-89  Term  of  the  Supreme  Court.  30  Am.  U.  L.  Rev.  277  (1990). 
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legislation.'"''   Conference  committee  repons.  because  they  represent  Congress's  report  on 
the  final  version  of  a  bill,  are  given  even  greater  weight.'^   Thus,  while  the  CDFI  . 
conference  report  is  not  law.  it  represents  the  most  authoritative  source  of  congressional 
intent  beyond  the  plain  meaning  of  the  statutory  language.    Here,  the  report  makes  clear  that 
section  331  is  intended  to  change  the  relationship  between  Treasury  and  the  OCC. 
Suggestions  to  the  contrary  by  less  authoritative  sources  must  be  discounted. 

Rieple/D'.A.mato  floor  statements:    .A.s  a  general  maner.  floor  statements  are 
less  persuasive  evidence  of  congressional  intent  than  comminee  repons  because  they  express 
the  views  of  an  individual  speaicing  rather  than  the  views  of  the  entire  Congress.  •' 
Notwithstanding,  those  floor  statements  made  by  bill  sponsors  are  accorded  the  most  weight 
by  courts.'^   Accordingly,  Senator  Riegle's  comments  are  significant  for  purposes  of 
divining  the  meaning  of  section  331  because  he  is  both  a  sponsor  of  the  bill  (and  a  sponsor  of 
the  final  version  of  section  331)  and  the  chairman  of  the  conference  comminee.   Similarly, 
Senators  D'Amato's  remarks  deserve  consideration  because  he  too  sponsored  the  provision 
in  question  and  also  is  the  ranking  Senate  minority  member  on  the  conference  comminee. 
Moreover,  his  remarks  were  made  after,  and  in  response  to.  the  Frank/Neal  colloquy. 

Frank/Neal  floor  colloquy:   In  this  instance,  the  Frank/Neal  floor  colloquy  is 
the  least  persuasive  evidence  of  Congress'  intent  respecting  section  331.    Colloquies  in 


'*   Zuber  v.  AUen.  396  U.S.  168,  186  (1969).   S^  Thomburg  v.  Gingles.  478  U.S.  30, 
43  n.7  (1986)  ("[w]e  have  repeatedly  recognized  that  the  authoritative  source  for  legislative 
intent  lies  in  the  comminee  reports  on  the  bill"). 

'^  Planned  Parenthood  v.  Heckler.  712  F.2d  650,  657  n.36  (D.C.  Cir.  1983)  (observing 
that  a  conference  repon  is  "especially  persuasive  evidence  of  congressional  intent  [because  it] 
represents  the  tlnal  word  on  the  final  version  of  a  statute"). 

'*   Zuber.  396  U.S.  168,  186  (observing  that  floor  debate  "reflect(s]  at  best  the 
understanding  of  individual  Congressmen"  and  also  commenting  that  "it  would  take  extensive 
and  thougfatfiil  debate  to  detract  from  the  plain  thrust  of  a  committee  report  in  this  instance"). 
However,  some  judges  and  scholars  believe  that  floor  debate  is  even  more  persuasive  than 
reports,  because  they  are  less  often  contrived  and  have  been  heard  by  other  members  of  the 
Congress.   Sfis  Starr,  Observations  About  the  Use  of  Lepslative  History.  1987  Duke  L.J. 
371,  375-76. 

'■'   See  S  &  E  Contraaors  v.  United  States.  406  U.S.  I,  13  n.9  (1972)  (explaining  that 
"[i]n  construing  laws,  we  have  been  extremely  wary  of  testimony  before  conmiittee  hearings 
and  of  debates  on  the  floor  of  Congress  save  for  precise  anatyses  ofstcaiuory  phrases  by 
sponsors  of  proposed  laws")  (emphasis  added);  Nonh  Have  Bd.  of  Educ.  v.  Bell.  456  U.S. 
512,  526-27  (1982)  (relying  on  the  sponsor's  statements  on  a  floor  amendment  as  "the  only 
authoritative  indications  of  congressional  intent"  and  emphasizing  the  value  of  prepared 
rather  than  spontaneous  remarks). 
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genera]  are  less  highly  valued  in  legislative  history  analyses  than  other  sources.    This  is 
panicularly  true  when  the  colloquy  conrlicts  with  more  authoniative  sources  of  legislative 
history,  as  it  does  in  this  case.'   The  colloquy  contradicts  the  plain  meaning  of  the 
conference  report  as  well  as  Chairman  Riegle's  statement  when  he  introduced  the  tlnal  bill  in 
the  Senate.'  Moreover,  the  content  of  the  FranJc/Neai  colloquy  is  explicitly  disavowed  in 
the  floor  statement  of  Senator  D'Amato.  another  sponsor  of  the  provision  in  question. 

Tlie  colloquy  also  can  be  read  to  contradict  the  plain  meaning  of  the  statutory 
language,  thus  funher  dimmishing  its  probative  value."  The  bill  prohibits  Treasury  from 
"delaymg  or  preventing"  the  issuance  of  OCC  rules.    Mr.  Frank  stated  that  section  331  is 
only  intended  to  prohibit  Treasury  from  delaying  OCC  regulations  "in  a  maruier  that  is 
unreasonable  under  the  circumstances."^'    The  bill  does  not  use  the  term  "unreasonable"  or 
otherwise  qualify  its  prohibition. 

Moreover,  the  colloquy  reflects  a  misunderstanding  of  the  present  role 
Treasury  plays  in  reviewing  OCC  regulations.    Representative  Frank  "stressed"  that  Treasury 
reviews  regulations  "on  [a]  broad  policymaking  [basis],  not  on  a  case-by-case  situation, '  and 


"  The  Supreme  Court  has  held  colloquies  to  be  informative  when  they  are  consistent 
with  statutory  language,  but  not  when  they  are  inconsistent.    Brack  v.  Pierce  County.  476 
U.S.  253,  263  (1986)  (observing  "such  statements  by  individual  legislators  should  not  be 
given  controlling  effea,  but  when  they  are  consistent  with  the  statutory  language  and  other 
legislative  history,  they  provide  evidence  of  Congress'  intent"). 

"   S^  Steiner  V.  Mitchell.  350  U.S.  247.  254  (1956)  (Supreme  Court  found  sponsor's 
remarks  "more  persuasive"  than  conflicting  view  of  supporters  in  the  other  House). 

""  The  Supreme  Court  and  the  D.C.  Circuit  have  been,  in  at  least  one  instance  each, 
unwilling  to  give  weight  to  colloquies  thai  contradia  the  statutory  langiiage.    Regan  v.  Wald. 
468  U.S.  222,  236-37  (1984)  (discounting  a  Senate  markup  colloquy  where  it  contradicted 
the  enacted  language);  National  SmaU  Shipments  Traffic  Conf.  v.  CAB.  618  F.2d  819,  823 
(D.C.  Cir.  1980).   Justice  Rehnquist  wrote  in  Regan: 

To  permit  what  we  regard  as  clear  statutory  language  to  be 
materially  altered  by  such  colloquies,  which  often  rak-p  place 
before  the  bill  has  achieved  its  fuial  form,  would  open  the  door 
to  the  inadvertent,  or  perhaps  even  planned,  undermining  of  the 
language  actually  voted  on  by  Congress  and  signed  into  law  by 
the  President. 

Regan.  468  U.S.  at  237. 

='    106  Cong.  Rec.  H6783  (daily  ed.  August  4.  1994). 
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quened  whether  "we  can  expect  that  roie  to  continue.  ""-   Mr.  Frank's  statement  implies  that 
Treasury  does  not  now  review  OCC  rules  on  a  case-by-case  basis.    In  fact,  the  Treasury 
Department  presently  does  review  proposed  OCC  regulations  on  a  case-by-case  basis.    Thus. 
Mr.  Frank' s  statement  is  incorrect  as  a  maner  of  fact  ~  funher  devaluing  its  importance  as 
an  expression  of  congressional  intent. 

Given  how  colloquies  that  contradict  other  sources  of  legislative  history  are 
treated  by  the  courts,  the  Frank/Neal  colloquy  should  not  persuade.    The  weight  of  the 
legislative  history  concerning  section  331  clarifies  that  it  was  intended  to  change  the  present 
relationship  between  the  Comptroller  and  the  Treasury  Depanment  vis-a-vis  the  OCC's 
rulemaking  powers. 

According  the  Frank/Neal  colloquy  its  proper  place  relative  to  other  legislative 
history,  then,  in  my  opinion,  the  language  of  section  331  and  the  relevant  legislative  history 
together  establish  four  essential  principles  upon  which  the  new  Treasury/OCC  relationship 
must  be  based. 

1 .  The  Treasurv/OCC  relationship  must  change:    Even  without  looking  to  the 
legislative  history,  it  is  clear  from  the  language  of  the  bill  that  Treasury's  role  in  the 
development  and  issuance  of  OCC  regulations  must  change.    Otherwise,  the  relevant 
provisions  in  section  331  make  no  sense.    This  principle  is  implicitly  made  in  the  conference 
report  and  explicitly  addressed  by  the  bill  sponsors  in  their  remarks  on  the  Senate  floor. 

2.  Treasury  mav  provide  policy  guidance:    Section  33 1  does  not  prevent 
Treasury  from  communicating  policy  goals  and  concerns  in  connection  with  OCC 
rulemakings.   The  conference  report  accompanying  the  bill  makes  this  explicit  by  stating  that 
"[t]he  bill  does  not  alter  the  Treasury  Secretary's  ability  to  express  policy  views  to  the 
Comptroller  .  .  .  . "    This  faa  is  further  evidenced  by  the  existing  stamiory  language 
concerning  the  Treasury  Secretary's  role  in  OCC  matters.   The  Comptroller  must  "perform 
his  duties  under  the  general  direction  of  the  Secretary  of  the  Treasury."    12  U.S.C.  §  1. 

3.  Treasury  involvement  mav  not  cause  delay:    The  bill  does  not  prevent 
Treasury  from  being  involved  with  the  rulemaking  ptxx:ess.   To  the  contrary,  the  conference 
report  assumes  that  there  will  continue  to  be  a  policy  dialogue.   The  conference  repon  is 
emphatic,  however,  that  the  OCC  not  be  subject  to  "a  Treasury  Department  review  or 
clearance  process  that  allows  the  Treasury  to  block,  delay  or  rewrite  any  OCC  .  .  .  rules." 
The  clear  implication  of  the  restriction  is  that  a  role  that  would  enable  Treasury  to  "block, 
delay  or  rewrite"  any  OCC  rules  would  not  be  acceptable. 

In  my  opinion,  under  this  standard,  the  OCC  may  not  continue  its  current 
procedure  of  sending  regulations  that  you  have  signed  (or  intend  to  sign  immediately  upon 


^    106  Cong.  Rec.  H6783  (daily  ed.  August  4,  1994). 
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receipt)  to  Treasury  for  review.   Treasury  involvement  ai  that  time  would  clearly  delay  a 
rule  that  :he    Comptroller     .  .  has  determined  to  issue."  contrary  to  the  mandate  of  section 
331.   On  the  other  hand,  it  would  generally  be  permissible  to  provide  issues  summaries  or 
draft  rules  to  Treasury  for  policy  review,  subject  to  deadlines  for  receiving  Treasury  policy 
reactions  which  dovetail  with  deadlines  set  by  OCC  internal  procedures.^ 

Treasury's  pan  in  the  0MB  clearance  process  must  be  re-examined  as  well  to 
assure  that  a  Treasury  role  in  coordinating  0MB  clearances  does  not  delay  OCC  rulemaking. 
The  simplest  and  most  effective  way  to  address  this  concern  is  to  eliminate  Treasury's  role  as 
an  intermediary,  and  for  the  OCC  to  deal  direaly  with  OMB.    This  would  assure  that  in  all 
the  roles  Treasury  could  play  in  connection  with  OCC  rulemakings.  Treasury  does  not  delay 
or  block  the  issuance  of  a  rule. 

4.    The  Comptroller  mav  issue  regulations  in  the  face  of  Treasury 
disagreement  or  objection:    While  the  Comptroller  must  perform  under  the  general  direction 
of  the  Treasury  Secretary  and  receive  Treasury  policy  guidance,  you  may  nonetheless  issue 
regulations  over  the  objections  of  the  Treasury  Department.    Section  331  specifically 
prohibits  Treasury  from  "prevent[ing]"  the  OCC  from  issuing  any  rule.   The  conference 
report  elaborates  that  Treasury  may  not  "block,  delay  or  rewrite"  any  OCC  rule  thai  the 
Comptroller  has  "detennined  to  issue."    In  my  opinion,  these  specific  limits  on  Treasury's 
role  prevail  over  the  general  principle  that  the  Comptroller  performs  his  duties  "under  the 
general  direction  of  the  Secretary  of  the  Treasury."   Thus,  you  can,  and  the  conference 
report  reflects  the  expectation  that  you  will,  issue  regulations  that  you  determine  to  be 
necessary  or  appropriate  in  furtherance  of  the  OCC's  statutory  responsibilities, 
notwithstanding  differences  of  opinion,  or  objections  from  Treasury. 


cc:       Koniad  Alt 
Jeff  Gillespie 
Bienda  Curry 
Nancy  Michaleski 


°   Such  an  approach  also  would  be  consistent  with  the  spirit  of  Sen.  D'Amato's 
statement  that  '[o]ur  intention  was  to  create  a  new  process  in  which  the  Treasury  Department 
would  no  longer  review  OTS  and  OCC  rules  and  regulations."  109  Cong.  Rec.  S 11040-41 
(daily  ed.  August  9,  1994).    Even  providing  a  draft  rule  for  policy  review  would  be  a  "new" 
process,  entailing  a  review  for  issues  rather  than  of  the  text  of  a  rulemaking  itself,  as  is  the 
case  currently. 


ei-  I 
ide  I 
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CONFERENCE  REPORT 

Attachment  A 

ITo  accampanv  H  R.  24741 

Section  331.   Clarification  of  provisions  reiatir^g  to  aammistrative 
autonomy 

Section  331  contains  a  number  of  provisions  to  cianfy  the  de- 
gree of  autonomy  of  the  Office  of  the  Comptroiier  of  the  Currency 
and  the  Office  of  Thrifl  Supervision  as  bureaus  of  the  Treasury  De- 
partment. The  OCC  and  the  OTS  are  responsible  for  supervising 
and  reguiating  national  banks  and  thrift  institutions,  which  hold 
nearly  two-thirds  of  the  total  assets  in  U.S.  deoository  institutions, 
and  must  be  impartial  and  accountable  m  carrying  out  their  re- 
sponsibilities. Section  331  provides  for  direct  submission  of  testi- 
mony and  other  statements  to  Congress  without  prior  review  by 
any  other  agency;  clariiles  the  status  of  the  OCC  chief  counsel  as 
an  employee  reporting  solely  to  the  Comptroller,  and  states  that 
the  Treasury  Secretary  will  not  intervene  in  any  matter  or  proceed- 
ing before  tne  OCC  or  the  OTS,  including  embrcement  proceedings 
unless  otherwise  specifically  provided  by  law. 

With  regard  to  ruiemaJung,  section  331  provides  that  the  Sec 
retary  shall  not  delay  or  prevent  the  issuance  of  regulations  devel- 
oped by  the  OTS  or  OCC.  The  Conferees  do  not  intend  to  preclude 
the  Treasury  Department  and  the  respecuve  agencies  from  commu- 
nicating during  a  rulemaking  process  regarding  the  Treasury  De- 
partment's policy  goals  and  objectives.  However,  regulations  devel- 
oped by  the  OCC  and  OTS  shall  no  longer  be  subject  to  a  Treasury 
Department  review  or  clearance  process  that  allows  the  Treasury 
to  block,  delay  or  rewrite  any  OCC  or  OTS  proposed  or  final  regula- 
tion that  the  Comptroller  of  the  Currency  or  the  Director  of  the 
OTS  has  determined  to  iasue.  The  bill  does  not  alter  the  Treasury 
Secretry's  ability  to  express  policy  views  to  the  Comptroller  of  the 
Currency  and  to  the  Director  of  the  OTS.  «■■ 

Section  331  also  provides  the  FDIC.  the  Federal  Reserve  Board 
and  the  OCC  with  the  authority  to  conduct  litigation  through  their 
own  attomeya  in  enforcing  the  statutes  governing  the  institutions 
that  they  oversee. 

The  provisions  granting  these  agencies  such  independence  are 
^  exceptions  to  the  longstanding  policy  of  the  federal  government 
'  that  litigauon  in  which  the  United  States  or  an  agency  or  officer 
.  thereof  is  a  party  should  be  conducted  by  the  Attorney  General 
.(generally  set  forth  in  28  U.S.C.  §§515-519.  The  Conferees  believe 
that  this  exceptional  grant  of  auihonty  is  most  appropriately  exer- 
cised  by   the   federal   banking  agencies  where  legal   actions   are 
central  to  their  "core"  function  of  regulating  and  supervising  finan- 
cial institutions.  The  Conferees  expect  th^  banking  agencies  to 
refer  to  the  Depanznent  of  Jusuce.  or  coordinate  with  the  Depart- 
ment of  Justice,  any  litigatioa  mvolving  matters  with  government- 
wide  imphcations.  such  as  '•laima  involving  the  Freedom  of  Infor- 
mation Act,  the  Privacy  Act,  and  the  Federal  Tort  Claims  Act. 

The  Conferees  intend  to  provide  the  Board  of  Governors  of  the 
Federal  Reserve  System  with  authority  to  litigate  in  its  own  name 
and  through  its  own  attorneys  when  it  does  so  in  its  capacity  as 
a  bank  regulator,  not  in  it  other  primary  role  as  the  nation's  mone- 
tary policy  authority.  Hie  Board  wooldi.  therefore,  have  independ- 
ent litigating  authority  similar  to  that  provided  to  the  other  federal 
bank  regulators.  The  phrase  "other  entity"  as  used  in  the  amend- 
ment is  intended  to  carver  individual  and  finnnnai  institutions, 
other  than  banks  and  bank  holding  companies,  whicJi  are  regulated 
by  the  Board,  such  as  Edge  Act  corporations.  In  addition,  the  au- 
thority granted  with  reapect  to  "the  administration  of  its  oper- 
ations" should  be  constmed  to  include  only  its  internal  regulatory 
operationa,  such  as  personnel  and  contract  disputes,  and  not  to  in- 
clade  administrative  matters  iinrpiatfd  to  bank  regulatory  acti'vi- 
tiea,  such  as  Freedom  of  Information  Act  requests  for  monetary  pol- 
icy information. 
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Attachment    3 

H6733 


T^t  3PCA£Za  ora  tcmoora.  ?-i?n-l 
uic  u  Hocu  aaaoiuaoa  906.  tit  coo-l 
feranea  r«vorc  U  (aiumuiul  u  CArnwl 


mtac  «••  uluum'ainn  of  ctn  H9Q3«  oi' 
Aoronl.  12M.  ax  para  tl-6MX.t 

Tl»  SFCAZZR  pro  ccuiiuia.  Tte  vea- 
UtButa  Oom  Nona  Ctroma  (Mr.  .SEil.1| 
<nli  ba  raoonuBd  for  S  naooua.  aAoi 
tba  vvodacnaa  fruui  Nrt^iaaca  i^fr.  ^v*l 
Rzurmi  wul  ba  racocnusd  (or  30  mia- 


Th»  Chair  iBummita  cat  tnUemtsi 
a«m  MorcA  Can>ils&  (~ilr.  NialL 

Mr.   >fEAI<   of  Nortt   arottni.    Mr. 

Speakar.  I.ulc  "^^ '  conissc  mxU 

•il  Membsn  msy  ^ra  i  ]txiMiM.arti 
AM.JM  •wMAa  •wt^ch  to  rertsa  aoi  ezcenoj 
caetr rasurb  on  ma  contermce  icpuiU 
on  E.K.3*n. 

"nm  -SPSASEIt  pre  tempore,  li  tase 
objecaoo  to  cba  reonen  or  t^t  m- 
aemui  aum  Norta  Cwlloftr 

"nijpra  vaa  no  oblfcoon. 

Mr.  .VEAI^  of  Nona  Carolina.  Mr. 
Speajnr.  I  vrnild  Uka  co  do  tomzcaua' 
ouc  of  aa  orur  a  UtUa.  Lac  se  some 
oat  CO  tba  mimaanaip  wa  ara  aoidinz 

!iesnnn  on  WUtcantcr  in  oar "- 

cea.  aAd  tUa  rtnUamaa  tram  Mimrga- 
uva  (Mr.  TXAxr;  la  an  unporuac  pare 
of  t&ax.  Ha  had  ?'*""*"  *.  coUooor  i. 
UtUa  laLcr  la  Ua  ■■aiiiii  1  wmU. UXe 
to  iBtaiiimi,  Oa  sotTsal  nov  of  etvna 
aad  tanriacD  that  coaocor  '^ta  him 
nor  ao  ha  rrnftir  iatmu  to  caa  hearuu. 

Mr.  SpaaJcar.  I  Tleld  raca  tirna  u  u 
may  Luuauma  to  tha  rantlemaa  aum 

V..../-bn.»..r.rVr    ^i 


couraa  of  Ita  ravuw  oi  LUiiiiiiaaii  n^uiA- 

r1f\rtm         .Tot  ay       t.aOaa       -yfn  l  ■  f  inna      ^      ^ 

QamAr  that  la  anrttaaoaaola  nnditp  ^g 
elrcTimtrancBa  or  caat  etreccireix  pra- 
Tvoca  their  liaaanca.  Tha  tarm 
•Malaj."  la  oiad  in  sccQoa  31.  doaa 
not  inrlnila  tha  tlma  TcaaoaaMr"rs- 
Qmicd  for  t.aa  S^cmarr  to  i oview  pro- 
povod  rwoiaxiona  ana  enaizrv  tbatr  con* 
aut«QCT  «Tta  other  r?miat3ona  aad 
wica  aonjDd  rtBaactai  laaQCnaona  poi- 
icr.  woolA  Toa  aaiuaf 

Mr.  S^JlL,  at  NoRh  Oareusa.  Tha 
ganrlamtn  u  correct.. 

Mr.   PRANX  (A  '* -mrrn    Aol 

thla  la  what  la  mteahed  br  tha 


thaaa  aul  other  matnoera  of  tha  3tii£- 
LAf  Oocumuoa  Jar  tha  paat  jtmr  aaa  a 


.Mr.  rRAXS  of  Maaaacaoaacts.  Mr. 
SpaaJcar.  thu  1*  an  mmorcanc  Toutt 
waara  I  baUar*  aotca  of  onr  fineshi  oa 
taa  othsr  nda  tuul  of  jtaimuta  waax 
Lhar  vara  OTlnv  to  •/•r^rwptiah  i^^  ; 
Trooid  Ulca  to  rat  uj  to  waat  It  saamt 
to  ma  waa  mtaaasd  &t  tha  cooferecca. 
Thla  la  a  oaUoqor  I  woald  nica  to  aara 
ahout  aacaoa  331.  reiaunr  to  taa  3«o- 
retarr  of  tha  TrB«»arT"i  ~reTiaw  of 
nilamaaino  of  nro  onrcaaa  oaaer  tha 
Treaanrr.  taa  OCC  and  taa  0T3. 

Mr.  Spaaxar.  tha  luKoaca  of  s«eaoa 
331  raaarduc  OCC  ukl  OTS 
nuamajooa  waich  Sanazor  RrPT:,i  ana 
I  propoaaa  ana  waich  tha  ronfrreaa  ao- 
captad.  ita£aa  that  "ItTha  Saemair  of 
tha  Traaaarr  nar  not  dalar  or  arrant 
tjia  "-"*""*  of  any  rola  or  retniinno 
pmmiiicirarl  ay  tha  (OCC  or  tha  OTS]." 
Tha  »'T\mr%nrTtm^T  ^oaa  aot  ACata.  aor 
doaa  It  121C1T.  that  tha  Sacrataxri  roia 
in  rmawtnc  and  coordlnaaot  cropoaed 
revuiaooaa  of  It*  oaraana  will  ba  anro- 
gMzaa  or  otaarwiaa  cdTaraair  aflactad. 
doaa  It  Mr.  doaajtar? 

Mr.  .VEAl.  of  Norta  Carolina.  Ho.  tha 

l^ncnajra  doaa  Dot  '^^' f h«  *yi«TiHy 

worons  fTlarinmnip  bacw««n  tha 
Treaanrr  and  Ita  bnreana. 

Sir.  FRANK  of  "-"----■"'-  And  u 
I  recall.  b«canaa  I  vaa  ooa  of  thoaa  woo 
proDoaad  tha  oompromua.  Lba  LOtent  of 
tha  coaiarvca  vaa  oot  to  prahlbU  tha 
T.Taaarr'i  invaiTemeat  m  OCC  and 
OTS  nuaxnajon^i.  Dot  w«a  to  eoanra 
teat    taa    Traanur    doca    not.    la    tha 


ccaaaoaBnt  u  it  nsL  Mr.  Si 
erf  Tha  manaaara'  statemant 
daar  rhar  aacuon  331  doaa  not  praclitda 
tha  TnaaocT  from  ^nmmimtr^ n r^g  ^^ 
poUcj  ffoaia  and  oO)acaTea  rrtmrdlnc  a 
mlmnainng.  aoc  doaa  it  praciooa  a  t*- 
naw  proceaa  tha£  doaa  not  '•■'~-»' 
dalay.  or  fortia  tha  lammj^  of  recula- 
tloaa7. 

Mr.  NSiX,  of  North  Carolina.  That  U 
corner 

Mr.  FTUITE  of  MaaaachoaaccL  So  'wa 
can  expect  the  aecietxTTl  role  la  re- 
proTxned  rrralattam.  and 
I  wucm  to  icreaa  oa  broad  pol- 
ICTiTiannr.  not  on  a  i  na  liy.^aaa  aicoa- 
tlon.  w«  can  expect  that  rola  ra  eon- 
tlnoa.  and  appropnatalr  aoT 

Mr.  NSAL.  of  North  Carotlaa.  Tee.  tha 
y^nrlnmao  la  correct. 
■  iff.  JUiJiL  3!  .'iUSimSiaEUnff. 
Spaafar.  I  tWnr  r.tiar.  la  all  that  -wa 
hare  to  ootbt.  lutt  oa  car  uron.  IT  I 
nnrlit.  urmfly  aad  I  did  want  to  atraaa 
■tooa  run  mcataonM  tha  h-«i-mf  tha 
gTTTitJrmaEn  tiam  Florida  la  cuiiobi 
wnaa  ha  'i^ilr^  ahont  tha  eicm^canoa 
of  tha  intarataca  bllL  Tiii»  la  aiao  a  nc- 
niflrani  bill.  1  r.hlnf  paopla  oacat  to 
taJca  Doca  of  tha  fact  thaa  tha  Ccmnut- 
caa  on  R^ninnr.  Finance  aad  Urban  Af* 
fain  la  rapaftla  aunaitanaonalr  of  ha*- 
log  dlfZeraaoea  itirniaaii  in  thahaannc 
room  and  at  tha  'tit  time  worJonff  x^>* 
sechar  on  a  complacaly  blparoaan  baaio 
to  bnng  forwafd  lerialatton  taat  u 
cmnc  to  'rrtfii  ■>■*  Lba  faaaooninc  of  f>'f 
econozmo  aratam  in  tha  United  Staxaa. 
Mr.  NTlAr,  of  Norta  CeroUna.  Mr. 
Speaker.  I  Tleld  myself  mca  time  aa  1 
marconcsme. 

Mr.  Spaarer.  I  naa  today  to  arra  tha 
idopaoa  of  tha  ojnference  report  on 
H.a.  3474,  tha  Rle«ie  CommtmtT  De- 
Talopmant  aizd  Remlatory  Uiiuiufe. 
mant  Act  of  ISM. 

Mr.  Speakar.  I  Oist  wonid  Ilka  to 
compllmmt  tha  '■'■■'■■m.n  of  the  Bank- 
ing Ccimmctee.  .Mr.  OoNtAUS.  and  the 
raninnir  minortty  member.  .Sir.  '  ^^r-a 
for  thair  ieadaranip  on  thla  levuiaaon. 
I  wonld  alao  Ilka  to  laiou  taa  ren- 
tiemaa  tmm  Maw  Tork  CMr.  Puucsl  for 
hia  work  oa  tha  conamnmcr  daraloi>- 
mant  componanc  of  thla  levuiaaon. 
Mr.  H¥Biuira  and  Mr.  -flAcrarTW  of 
Florida  lor  rrtair  effona  oa  tha  rera- 
Uxorr  refarm  laiae.  and  Mr.  Kismzor 
for  aia  work  on  tha  conanmer  proteo- 
uon  prOTiaiona. 

Thla  conferenoe  report  it  tha  rexalt 
of  a  lot  of  hard  wore  on  taa  part  of 


It  lacorporatea  tha  Commnniv  O^ 
▼alopmanx  ti-*^t.^»^y  ^^xd  pinaaoai  'la- 

ttimnnoa  Act  of  13S3.  t 1   by  tha 

Hoiiaa  laat  NoTc^ioer.  waich  inn""'-! 
boKn  a  r^mTnnrj^rj  deTeiopoiant  baajc- 
Ink  and  .a  revnlatorr  reform  title;  tha 
Money  r  ^,yr,^^r^nf  Sappreaaxoa  Ai;c  ol 
1394.  adopted  by  tha  Honaa  ""*  pas 
March:  and.  tha  Hatlnnai  Flood  lnaar> 

uiaa  ftefnrrn.Ant  of  1S94.  i 1  or  the 

Houae  La  Mar. 

una  confaraaca  report  ""-'-*'"'  Qt* 
"^■1***  MtitLM  ij^i  ^0  h^»qy  daacoaa 
eir^.of  them.-. . 

Tula  X  **'*'■"*''*-  a  Coausanity  O^ 
▼alopmanf  Pinanmal  loatitatiuaa 
Pond,  aa  rodoeated  tTy  tha  '^".^^^-arrm.. 
tlon.  to  proTidjt  f^"«*inil  "^  ^^nrv^i 
iirnranre  to  coouaanuy-Oaaad  Cnan- 
cial  Inanmnnna  [CSITaU  la  tam. 
thaaa  cnfTa-  will  pronda  owfit  aad 
tachnica.1  aeautanoa   to  q^uliflad  >*'*- 


Thia  r^r\^  »\mn  aaaka  to  hm  iiMa  ^*^* 
ezpeitlaa  and  raaonroea  of  oadiuaau 
nwwi"i«i  'nifiTTinnna  for  oommanicy 
davalofszuKit  porpoaea  by  fondlnk  aad 
"<■  triwy  Tartoaa  .cha^^ca  to  f^a  Bank 
£ntaisBaa  Aoc  (B£AI  pro^ao  waich 
proTtdaa  auch  inaacntaoaa  with  incen- 
tlraa  for  landln*. to  qoailfiad  llmrwai 


Thla  leclaiaooa  aathnruea  OO  aul- 
Uon  (or  ilaeai  yean  IJH  thiaasa  ISBL 
wittl  crryt  fjilrri  of  the  nmw^f  oeaikxacad 
for  thaBZA  procnm. 

la  artrtlrtnn,  thla  title  trondaa  cos- 
nunara  with  protacmasa  ■y—'  c^ 
Tataa  redllnlnc  tha  pracaoa  of  prond- 
ir*r  t  iMiit  an  nrtfmi^  teTxaa  withm  car- 
tarn  reacraoblc  booadanaa  baaad  oo 
race  or  ethnicity. 

Title  a  la  liaaimwl  to  lacreaae  amail 
boalnaaa  ^ooaaa  to  ^-p^^. i  by  rmuTi^^ 
impadl^&anjta  to  ^ba  «^'**t''<'^'*"'^w  gf 
■  "<» '1  bn&neaa  loa^a  aad  lAtaaa  ^^^^  by 
aathananc  UO  mllUnn  to  expand 
State  mn  raiaral  acoeaa  procrama  (or 
mall  boalnaaaaa.  ThU  aua  alio  re- 
dOTaa  1  iiiiiaiil  iimiiki  to  rha . 

of 


Title  01  contatna  appraximaxaly  iO 
proTiaiona  daairaad  to  pronda  reco- 
latorr  bordao  relief,  pnmanly  for 
smaller  h»""  by  repeatlnk  oatdatad 
and  dnoUeaan  pronaiona. 

Thaaa  pronaiona  direct  ncslaioa  to 
coaaldar  recnlatory  burdesa  aad  baa^ 
ata  when  deralotans  new  remnnnnr 
reqaire  mora  coonunatad  aad  amflad 
examinaoona  of  ^■'""'■'"  uaatnnnnr 
lasurtaaa  tha  exam  crcia  (or  csrtarn 
"nail  wail..capitallxed  inaattitmna: 
mmnllfy  CAXX  reportc  reomre  rrro- 
laton  to  eatanilah  a  r«<uLatarr  aopemt 
proceed  an  ombod^mani  "^p***  arm  ^^ 
altamaxiTv  dlapata  r^uuaaoa  procrvm: 
* wrt  rrym  tro  TaiioDa  chaosva  to  imywtfy 
iha  formation  of  bank  inirtlnc  csmpa- 
mea:  ■rr^/iwy  many  otaer  ^htT>y 

Title  IV  will  reonca  taa  fUmr  of  aa- 
nacaaaery  cnrrency  trmnaacaoa  reporta 
taat  hare  Uttla  or  no  raioa  to  uw  eo- 
foroeiomt  Aotnonaea.  taereoy  reano- 
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:ome  f:uitv  :ouu  co  provide  x  sesa- 
nta  enclosure  taxi  contuiu  cne  ui- 
:iui  .::<r«c  ni«  uia  monLOly  c^y- 
meoc  ;:  lit  loui.  u  w«il  u  &  wanun? 
°.lxt  :ie  corrower  covud  lose  lus  or  ser 
::ome.  7^«  disclosoro  tnaj&  Oa  provided 
ii  :euc  3  (Uvi  oerora  aecclemcn:.  ere- 
iuui  iz  iddiuooil  cooiujv  oU  period. 

'Hie  .tnsiicioa  restncca  the  usa  of 
ceriA::  aui  cemu  tti&t  mva  srovea 
;rooie=auc  la  met*  touis.  sucb  u  D&l- 
loon  ;37nenu  on  saorc  :<rm  louu. 
TSa  Federil  Reserre  Is  Tiven  luUiontT 
;o  eiem^c  iouu  from  Lbeaa  reacnc- 
uoos.  c:we«er.  :f  anca  an  uampuon  is 
;a  Uie  interest  of  iha  oorrowin^  TuoUc 
riiuliT.  :^a  lensiaUon  cniufen  Uzbll- 
itr  Lo  coosKUoo  Ticb  luca  laon^viea 
£rem  tie  oriTiaacor  to  any  ffuoaequenc 
pnrcfiur  of  t&a  mon7B«a.  TMs  provi- 
lion  11  nseoaal  to  m&Jca  Uia  nuiKec 
police  iiself. 

SMALL  lossnu 

TlUe  C  SsiaU  Bualneaa  Ca.iaui  For- 
:t:xuo&.  contains  two  provuionji  da> 
sirned  u  ansorc  taax  *"^»'^  boamaaaaa 
^Ts  sccesa  to  caa  credit  Uiay  sead  to 
grow  aiid  creata  loM. 

rlrst.  TlUa  II  Iselndaa  le«lalAtlan 
taaad  on  3.  3S4.  a  blU  Incrodaead  br 
Senator  D'Amatq  to  fsnl1t«f<  tlia 
sacunt^^aaon  of  *■"*"  tinmnf  loans. 
In  ISM.  CoivTua  aoactad  Ir«ial»rlon  to 
peomoca  Uia  sacontlzaOim  oL  liozna 
mortcarea.  iiloat  oDaarraa  ballava  Uias 
saeqnTiTinon  of  raaldantlJU  moRtacoa 
baa-  I  111  II  ■■■!!  da  amoTznc  of.  ''■tti^*! 
araiiaAla  (or  tussa  boTarm^  iaiQilnc  a 
cononooiu  snppty  and.  telnnn»  .down 
t&a  con.  -     -  ~^-  .-.-  <.-  /_-» 

Under  'Jils  laciilarlon,  -  nrwnnlal  Is- 
lacuuooa  can  oncin&ta  loaoa  to  amaU 
bosiseues.  and  tban  sail  Uum'  ta  aa. 
enuTT  'SXL  would  Isaoa  aacnntlaa  to 
Invaators.  It  maJcea  chMBtt»  to  tba  Fad> 
aral  MCDnoea  l&wa  th^t.pTBJlal  tha 
13S4  srimra  f^aaa  cluuicaawUL allow 
laaaan  mfflrlant  rlma  ta-poo*»aad  aaU 
sacnntlaa.  and  to  flla  a  atncf  racua»> 
OonstacamastwiUl  Cha  aBC»    -r^-^-rr 

T&a  ledslaooo  alaor  oitaaaaa-'faaak 
rapiral  raqurmnBsa  taz-SBmU^boMtamm 
loans  toitf  .witii. 
where  tJLa  k^»«>^  |.»>w<w  .if^Ki^-/-.^..* 
portion  of  any  losaaa  onvtHa^Joui.  7a 
-  bava  wcrod  doaair  witteiha  gailaial 
banc  mrolator*  and  t^is  'Ktiun^.  ta 
dareiOD  an  approana  tlu£ 


w6Ua 


Ia_  '•'•'^""'"T    dla  -  linlilannifc^ww  - 

.-have  >— —  ■'■^/«»r.i  fh.g-iaiiti  an  li» 

.iB^tsaixas  snara  in-.£ti»  aEa^-OCAmaU 

tiriiillll    l«Tirt1ny     a>«,  f^«»M^Tm»<«-»^w- 

/^■i   >*»*«^  inaacm^r  la  c^.^^BMUIiaad. 


-<naen  r-^y  c.-:oose  to  cartic:site  is 
1  C^piLil  .'.ccess  Promm.  For  eacn 
.;an  earoUed  in  a  croaram.  i£e  oanK 
.i^a  '.ze  oarrower  contnoute  co  a  loss 
'iserve  i'.:=a.  Tte  dcata  t:ea  .T.iccaes 
'IS  contnoation  oi  tba  oaax  aad  Bor- 
.-3w»r.  Tie  loan  loss  reserve  fund  pro- 
tects iz*  lender  miost  loss  on  cse 
'.san.  ?ixT:c]paun7  lenders  assume  tUa 
r.sK  on  tlieir  loans,  if  tbe  losses  e.TCeed 
:is  total  contnsutions  to  caa  reserve 
r-^sd.  '.'UiXa  a  guarantee  pro^rajn.  tbs 
OoveRunenc  is  not  ezvoacd  to  tba  rule 
of  tba  entire  loan. 

T^  bill  autnonzea  UC  million  in 
Tederal  funos  to  mavn  Sbaca  contnbu- 
::ans  co  Cacitai  Accesa  PruKTsjna.  T^ls 
viU  belp  States  tbac  already  bava  sucb 
;ro7runs  uid  encourage  ocbsr  SCataa 
lad  localities  to  adopt  suca  proKrama. 
Tba  Federal  rala  wotud  be  limited  to 
certmicv  State  pro^rsxaa  for  partld- 
paaoa  receinmr  reports,  and  nutcblns 
Stata  coacribntlona. 

'UTtWOU  tXSDCnoM  AND  UOtnjLTOaT 

ninuivmorr 
7!Ua  in  of  tba  conf  erenoa  report  con- 
cauta  a  nomnar  of  dlracovaa  to  cba  ree- 
olAiorr  a«cnaea  co  umrora  tHa  w»y 
tcsy  carry  one  tbalr  ftmcaona.  Oar 
joai  Is  to  barnioniza  aadl  alniolL^  tba 
recoiatory  •n.n^.fju  impoaerl  by  mot- 
tlpla  acesdea.  LTpon  anaccmanE.  azijnl- 
nauoaa  wUi  be  coordlaatad.  and.  wita- 
la  2  yean,  aaca  Insatatlaa  aad  Its  af- 
OUsLaa  wUl  recalva  a  ""«"«^  oxam  led 
by  caa  recalaiar.-  TUls  will  allnusaca 
tba  coats  to  baajcs  o(.<liiBllcail'Tw  az- 
"■""*"'■**  Alao  wttlila.  X.yaaia.  Uia 
Fedanil  ^nlrlTir  uvadav.innsc  oo&dact 
a  tap-to-oottom.  lailaw  o<  tacolaaoaa. 

iBoUaan  msnilaras-  K«w  r««Tilaciona 
woat  ba  laaoad  witbaos  amuiiny  of  tba 
sdaunlalzuiTa  biutlaa  ^***^  xaaiy  lib 
«r»  namrnlsrtT  for.  aamllar 'lasata- 
rt  nm  "^a  cuiiuic  syscam^  ot"%  dlf* 
fezaas  ifannna  •  adapdac.  4  dUZarenc 
fVAdaitnaa  'aa~^ba*  aSL^xA*  woMttoK^  will 
coBia  to  aa  aad.' -  "  -T»-»>r-  ■^-.■ 
Tta  ooaABmKa  iwpoCTLatto. nmtrama 
,  iii[n^nw*»  ^^geni^DanSKiCft^&UUuc^aw 
t>s«»lUjaJBa»tt»Taim."«mcaad-ini- 

"tliat 

baaksjmstt  oopa  wlUbl  yogTajnxiJa.~li^ 
tatoaaaa  wita  isanra  ol^liBaB.  clia«  sm 
mlUaa.wBlca  bssw  .laual^vtf  ^.co^apo^ 
It*  rsanc  of  «TCTiUant-jStgn  tba  banJc 
recnlainry  a(«ai3a*i.ar».xiiUBiiAy  ax- 
.^^..saBSa 
.  Is^iaosloa  ,  _ 

joKt.os-aa-JS-oiaaia'Teralcr-SU*"  IT 
'  raisaa  tbst  rni— h#*ih  rj%  xso  jniniaa'far 


Attachment  C 

Augusts.  1994 

;,zstT  'Zi  Real  £itata  Settlement 
Practices  .\ct.  iecantiiauon  of  com- 
~erctal  ir.srtnjecs  is  suiipufled.  la  an- 
oitlon.  T'.^la  Zl  :ails  (or  studies  of 
r-.sK-casca  capital  scaadards.  stanle  re- 
serves. LSd  reniatory  impedimenta  m 
;::e  consucicr  lens:::?  process. 

.\  siunacr  of  ibesa  provisions  are 
Irawn  from  Senate  Bills  2SS  and  llZt. 
.stroduced  by  Senators  SHFI.BT.  .Maoc 
D'AKATO.  2&TA^'.  iA^sCR.  DOLE,  and 
otnars.  I  commena  cbem  tor  tbeir  leaa- 
ecsblp  in  tbls  area. 

Tba  measures  in  tba  bUl  reflect  a 
tboraavb  renew  aaS  balannng  to 
euniinaca  unnecessary  reaancaona 
iTiuia  ~*'"^-"'"'T  effective  super- 
vision. Lbs  safety  and  soondaesa  of  tba 
h.ninnf  lytteoi.  protactloa  of  tba  In- 
sonace  Fond,  iad  consuaiar  proteo- 
Uona.  EstabUabln*.  esanna*.  and 
"iriin*"""'"y  a  lascinir  fraaiaworlc  for 
safety  and  sooadnesa  of  tbe  baalOa^ 
syitara  baa  been  my  bKbeat  hanmng 
pnonty  ta  Cbsirmaa  of  tba  FUnnng. 
Hoosuur.  and  Urban  AffSira  Committee. 
Any  actions  tbsL  """''■'■  effectivw  baalc 
recniaaoB.  or  onoermiaa  banJc  safety 
■  wrt  aooadaeaa.  may  sava  tba  ^*if^* 
money  today,  as  tba  nsJc  of  rsneinT 
loaaaa  to  tba  usnranea  faad  tomorrow. 
Tbla  leflilatloa  u  a  malor  step  toward 
eUminaoiw  tba  aapllcaova  aaa  lacoa- 
tlstant  recnlstlon  tbst  increaaaa  easts 

for  ~"" -i"  aad  nndarmiaas  aopport 

aftjusanil  rmiiiHfla 


mercial.  baacs  to  condzza*-  ta'.bkii^7- 
ea  la  tbla  marxac  vj^iS&S'--^  ,^- 
Tltla  U  alao  iw«^|nfui«  ^^xzMasarW'PrD*^ 
Tldlac.  ?edatm±.  sjagmiia.  Ji*  J3t«sa 
rjpit.i  In....  prrnramsj 
States,  bsvw'aaapcad.  Csplf  >-"• 


mane  for  issUtatlana- tBm>«.-«ood  cac- 
e«iuj  witb.  a^ts  leas-ittas  xuxymU- 
ifw^y.-aii  I  ii»^....#ii^'  TU^dc-TWBlafiocr 
aoaoaa  aie  nigfc  aatttoAQ'-^ciFtrslBa 
Um  SOO.  TTMiiinTi  isral .'ta'..^US~iztfllIan 
after  1  yBazs  *^  am*^*^  ^<yi^-A<ui«iBi»wy- 
wttJiaafaGraad  aomutnaasf.  -~r'<9^^^^ 
QUisnaaocaas^  nt-ftt^  ^■■■^■■■nr^  r^ 
.  puiciaands  tbss  cslT'ftQanB'OO'JflnffBC 


km ,  cbaiisBaa  of  tba  coafeziBBoa.  I 
wwild  Ulca  CO  majca  clear  uur  ~  laOBD- 
Ooaa  la  Tltla  III  reiimrdlac  OtC  aad 
QfTS  ralamajaac  Tba  ststBtaxT~  Laa- 
(luurs  staiaa  tbac  tba  Secretaxrof  tha 
TteasuT  may  not  tstamitS-  Ut  aay 

msciar  or  i mmy  befota  tlia  OT3 

■wx  tba  (Dec*  'w^tTtri<wy  o^oroa^saas 
aatloaa.  oaleaa  otbarmsa  spaetflcslly 
pnmdad  by  isw.  Moreovar.'  wltb  ap^ 
cifla  racBTd  to  rolaaujcuv  liiiii«ainnti 
tba  scannory  taacnaca  ststas  rhat  tba 
Sacmary  of -tba  Tmaiiii  I  may:' oat 
daUr-or  u»e»Biii.  rbaissnaria-ot  aay 
r3ia  or  tba  ia"iii'ilTii^'"i  ot  aay  raval^ 
aaa  Oy  tba  OTS  aad  tba  oca    ..;-    — 

It^ta  tbA'dear  ifitandon'Ofrtlu^'oea>- 
fanaa  ckac  Traaaaiy  tabars- tai:  (ba 
esiandments'  tanaa.  In  the  paar.  nnrtar 

rh«  «-»irelT»y  TnmmarY  mvlMW  maA  nlaa^ 

aaoa  ui  in'ii— '  "neaaorr  stalT 'baa>- «B- 
ztft^  la  Una  By  Usa  vato.  laolodlnc 
mi-ilfl'^M^n  and  laaartioa  lata  Twgniiw 
aoas.of'tlia  tvaaoea.  Ttnaai^yiStaa 
dalared  imaoRand^xscvt^. 
tioas.  TTfh  fasDs.of  latAxvaudasTars 
nac  consistaBt  witlL  tba  impaitlsUty 
faqatnS  of  sjccnlscory  a«moyt 
•aa.  iiaifiiiiiM  elasTly  dld.._ 
rmfwtmM  ca..aflbct  aaa  chMjut^  tlA'VSiss- 
lac^wwrAbc  nlsHonablp  -bacMwea 
1^<asary«adtb»re^nUtary-UUiua— ia 
Ttia  ilea  ofnilaasssisc  TSb  ooaDiEBDOs 
report  also  maszs  tbtl  ciesir  IBkrTw 
nortsia&saS'tbss  revalftClDss  iSs^atfipad 
bXtba  OOC  aad  0T3  abairsoicdvapba 
ta 


h^^mm  t&maSs  ioaas.£a  a^BaiA.Aatf^na*- 
dlOBi-auad  bnsuiaaafla.  ^^"^ '  i  *'^f  "'ytit  • 
not masa otaerwue.  v  --.     ~-'Z..- 


acncaicand' ox=xamr 

wrr  *^*"'iriiiii  ittttti  tbcfos^n&ratnBBd 


tUfrCnaaoTT' to  Mi^tr'  d^ay ui  aawiits 
aii>^uL«i«l  la  mnlTlniileM<>il>IIB**' 
mail  Tliaiiii  I  la -nuf  uiutinilart  from 
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process  rcnxoizz  tie  rr^aaurr  DesoLrt- 
— .enc  s  S01IC7  tout  laa  eaiectirei. 

Ti:e  csaierecce  isir-initiee  'sua 
uunsc  la  unenanest  :r  i  Hovua 
r-.err.Der  :3  eiumsiia  meaixniat  :ram 
t^.•  loore  :omnurreaciaa  proTi:iotu. 
The  unesarnenc  xoica  vu  icreea  co 
by  cr.e  cooiereet  sseciUes  luc  :3  cae 
miemxmc?  ^ea.  ^e  .tieui  zo  scop 
TreisuTT  ~ecos  laa  deiirs  oi  ;rccosea 
or  fl2ii  niics  uia  retuiiuoos.  T^ese 
proDlems  occur  uzcer  -.le  ensucv  re- 
view  t.aa  cieoruice  crocess.  NoUur;  m 
e.113  c:ir.:~ci  ^.T.ecoceai  xilows  cae 
conunuiace  of  t::i  scaiua  quo.  cr  taa 
circumreacioa  o(  it*  Coaiereoce  Com- 
mittee. 
'  ..HI 


.L.U.L 

TIU*  r«"  of  tat  cooiereace  reoorc  coa- 
ralm  i  comcreaeasive  paciuse  o( 
uneadmeats  to  imcroT*  ta«  Nxuons 
sncem  for  comD^uss  moaer  Uviaaer- 
inc-  ThCM  meuures  wiU  ficiUULa 
complUJice  vita  taa  reqoirsmeata  ot 
th»  Builc  SecrecT  Act.  eaAble  l&w  ea- 
forcemeat  offldxU  to  mxit*  batter  us* 
of  reporLt  zhxt  ixa  IUe<t  Dy  fin.n.-i.i  m- 
sctcutioQS.  lad  eaaiire  t&AC  certain 
types  of  nww«»T«|  truuacaoaa  are  aot 
uaad  to  circamTeac  aoa-moaey  Uan- 
denoir  rescncuoBi. 

Tba  Buuc  Secrecy  Act  require*  de- 
pontory  msatauoaa  to  Ola  cnrrescy 
tranmraoa  reports  oa  moas  crmoa- 
acQoaa  aoora  110.000.  T^  coBTersaca 
report  eaaica  to-  '^— 'l^*'*  oomolUaca 
by  earahllihlTir  a  cwo-aar  lyBtom  of 
nUL&d&cory  ^^f*  dlacretloa&rT  exan^ 
tloxu  tnm  the  reportific  reqairamancs 
dC  tlia  A£k  Tills  wul  aot  oalr  redaoa 
tba  bordoa  oa  dapoaicarT  iniacatlaok. 
bQ£  l^pcora  tha  rtloM  of  tha  reports 
fhar  are  Oled  by  eumuLaanc  aa  eaor- 
Qjoax  mtnnnnr  q(  uaaocoaaTy  m^or^i^* 
tton.  .  . 

"Sia  confarenea  report  directs  tlia 
Sacretary  of  ths  Treasury  to  ''*"t"*''* 
a  auda  ofBcar  or  afaocy  to  recaiy*  n- 
parcs  of  taspicloas  asLoaacdoaa.  Co^ 
rentl7,  Ispoaitory  mxccaaans  Ola 
intutlpls  (orras  oa  sadi  Tiniammrs 
wtt^  tlinVireat  law  enfoicaniBxis  a««D- 
claa.  AdopOoa  of  a  scsjodwrd.  fonxt  uui. 
coilactlon  pouifi  wUl  aiiimsssa  'tiTXiUne  - 
tlo&'  ^^xd  s^ra^^sl^Bs  aaforoa^ossL' 


r.omea   .:  :.;oo  .-.liir:  ireis.  ;.-.ereov 

streairtaeaicr  :.~.e  :;:j.:c:aj  :3nait;sn 
of  t:ia  :'.30<i  :.isurx=ce  system  3Xd  '.le 
overall  ;rotecr.oa  :.*.it  .;  jrsvioes  13 
citizens  woo  are  vict:— j  oi  f.soos. 

T^s  lensiauoa  creates  a  cew  suocie- 
mentsi  .isimace  rrcm.*::  '.3  reouce 
t::a  number  oi  prorerf.es  '..-.at  ao  r.ot 
comply  -^ta  currer.t  f.ioa  jritecf.oa 
srinniras.  du-uctures  ^-.li  it  reouut  jp 
to  curre::  :uudi=e  c:ce  nizzzid.  ul- 
timately r*auc:-r  :;i  r.zi  i:  l'i:;ire 
Qooa  oamoze. 

Title  .'  uso  ccaif-js  :ie  current 
Community  Riucir  Svstem  ;ro»nm 
implemented  by  :ie  Tederxi  Emer- 
gency .Manigemeat  Aiie=cy.  Tils  oro- 
tnm  proTidea  laceatires.  la  taa  form 
of  reouced  flood  tasuracce  premiu.-rj. 
for  commonities  ta^t  voiuatanly  aaoot 
and  eaiorce  measures  t£at  reaaca  tba 
nsic  of  flooa  damaite. 

COMCLVSION 

.^^aio.  I  would  like  to  tHasK  all  tae 
members  of  tba  Ba^Kin^  Committee, 
for  tbeir  efforts  is  deyeiopta*  tAls  lev- 
islauon.  I  also  want  to  taans  all  of  taa 
conferees  and  my  coUea<uea  for  =am- 
Inc  tais  bill  T!ia  fUe<rla  Commoaicy  Oe- 
velopment  aad  Harulatorr  Improve- 
msnt  Act  of  1S94. 

Finally.  I  would  Ulca  to  pay  special 
tnbata  to  taa  •cafC  This  blU'was  craft- 
ed on  a  bipartisan  baais  ann  Senator 
D'AUATO  and  Ms  atafl.  -\i\i\rr  taa  able 
leadsrsMp  of  Howard  Manall.  daaarra 
tramendoos  credit.  rUeorninus  '-he 
Damocrsao  staiZ.  I  would  UX»  to  com-. 
pUmanc  tlia  oatacandlnc'wors  dons  oy 
a.  nomnar  .of  paopla.  Taktns  tba-  biu. 
atls  by  ntXa  I  would  Uka  to  •spsdaUy 
aoJcnowladca  and  "'*"»■  ttta  followisf 
IndlTiflnsir  TlUa-  Lk^  ina - Commsnicy 
Oaralopmant  Rannnc  anil  Flnannal 
Insatntlosa  Act.  Jcuunna  Jaoolcaa. 
MarK  Sanftsaa.  and  Man  Roberta: 
Tltls  IB.  ^""'»  Ownaraoip  and  Eouicy 
Pntacnna.  MarK  g"""^-"  Man  Rob- 
erts, and  ffiunn^lTey:  nua  n*  '^'"-i' 
Bosuaaa  f/^n' Saountixaaoii.  ^t^.fH*M 
Fenar  and  Psr-Lawlan  Tltla  UB.  SmaU 
Brmnaaa.  raplfal    Qmaaoaniant,  Clam 

TVn.Tnni^«jm  Mm-h«ll  g— —TIM.  rrT 

^PH^JTt^"^i    Beihiinl'*^  ani.BacQlacarT 


::  r..7L  :;%  s 
t  j-.3;it;ve  ic- 
i?eeoy 


TT.e  coniereace  r-iort  ; 
i3  estremeiy  irr.joriint 
compusnment.  ^:3  I  ^i 
iooouon. 

.'.Ir.  J'AMATO.  "'.r.  Presiaeat.  I  irre 
'.ie  Seaats's  aoprorai  cf  the  conferrsce 
r.eport  en  K-H.  .iT«.  ;.-e  Aieeie  Com- 
.-r.-.miC7  3evetopment  ina  Reeulatorr 
I.T.prcTement  .\ct  z:  :*9<.  T^e  csa- 
ierecce report  cor.taiai  sumerout  pro- 
'■-.sioas  aad  titles  latensed  :3  facilitate 
:.-.a  fiow  of  credit  -.a  small-  ana  me- 
dium-siza  '.usiaesses  throu^a  :he 
!ecunt;^atlon  and  sue  of  loaas.  protect 
coBsumers  from  aousive  lecdinv  prac- 
tices, provide  laceotives  for  comma- 
.-aty  aevelopmeot.  aad  provide  relief 
from  bumeasoma  reruutioa  for  banjca 
and  sanao  and  loaas  witaout  affect- 
■.DK  esseatul  safety  and  soundness  pro- 
tections, la  sddltloa.  ibe  confereaca  re- 
port coatains  lonr  overaua  reforms  to 
the  Natioasi  Flood  Insurxace  Prorrsm. 

Mr.  Presideat.  Ulca  all  lefialaoon 
cast  sumrea  the  ntors  of  tba  lefisla- 
ttva  process,  tba  bill  is  taa  result  of  ex- 
teosiTe  coUaboraaon  oetweea  Seasxnrs 
on  acta  sides  of  taa  aisle  and  cal- 
lea<iies  In.  tua  House.  b«tw«ea 
consumer  interests  and  busiaesB  par- 
spectiTcs  and  between  taa  admlnlscrm- 
tlon  and  Concresi.  Many  ladlndnal 
mamben  a&va  played  a  roia  in  tnoo- 
ducinv  and  perfectiac  tba  various  atlaa 
of  tba  bUl. 

In  th*  Sanata.  Saaaun.  Bond.  ""^ 
and  E^uiT  tutva  tpent  conntlaaa  bovra 
stddylnc  dabada^,  *"■^  n.^«iiy  acraa- 
in«.on.  Uumiiant  and  hsianril  raCOBaa 
In  taa  Nartfmal  Flood  Insoranoa  Pro- 
(imm.  TMa  bill  Is.  taa  cniminsrtnn'oC. 
efforta  that  bacsa  m  tba  ptavloas  Cob-  • 
TTSsa.  I  want  to  commend  tliam  far 
tualr  dlUcenoa.  —  -  .  - 

Mc  Preaidant.  '•*'*'"'•■  to  tlia  laailar 
sMp  of  Sanacors  i^*'-^  awn  SHKI.BT'.  tlia 
bUl  coatatna  doxans  of  pror<stana  1b- 
candad  to  ailanata  soma  oimaoa^BrT 
and  costly  recnlatnrr  Durdena  cmn  oar 
>'»""-i"T  and  tbr-ft  msucuaona,  Tiaa 
ffoais  oL  this  reculatnry  proniac^ai:*  to 
ma^a  it  laaa  coatlr  aad  easier  for  \ 
emltlaa  maka  loana  to  con 
bnainaaaaK.  Our.  coJla 
cxadlt  for  tlialr  sfforta.  iz  muse  alas  ba 


TlUa  IV  also  inrmilea  pcimslaaB  d»-_  Im^rovamanc    Plm  MoTMiaTt.   MarK .  said  Uias  tlia  admimsti^aan  was  bat^- 


strned.to  oil  taps  in  tha  luxioul  s]rs-  Saofisaa.  SaimH  'a'~»'«-°--'i<"  Sas 
frm  RsporUac  requlresifints.  ar»  BOndans«ea  aad  Tim  m^'^^«ll^  Tltla 
broadened  to  corvr  bank,  rfrana  diswn.  T7i  Uaaar  L«imdannr,  Tim  MCTacfart 
oa  foraia  flnannsl  Insatnxtnn^  Uka'  and  Andy  VarmUrs;  ■""  Title  V.  M^ 
wtsa.  :ha  CompuDUer  GaBaral  la  dl-  ^'*nrl  ?t/^#w«  rn^n^m^^^  j^gj^oinM 
ractad :  to  itody  the  ni  larrt'  to  wtdnli  JaooJna.  Jo&xxlian  Wlnar*  PaaL  Waacn 
caatilan  cihecks  ar»  vnlnarshl*  to.  and  Tana  Qnta- 1  jto"' ■«-'-' n*-""  «^^ 
maaer  laiiinlsim ifhemf  .'.'*.  ^"Z-^  Imowladrs  aad  hldillcnt  tha  contnbu- 
TUs  la^ialaaoB  u  an  importans  stap     uasa      at..  xnr^f,.i\      Tauac  .  Marcr 


bo '  liiiuuis    tha   Naooa's 
KnTiilHrIrT  efforts.  I'waasta  parOca- 
Isrty  i*i»iimwT>,i  Saaatar"  BKT^M  for.'tila  . 
leadership  in  this  area. 

TtQa  7  ameada.  tha  Natlasal  ?Iood 
Inauanca  Act  of  US  to  reians.  tha  Na^ 
S6nsi  Tlood  Trunranra  Pfutism  TTia. 
legislation  saalcB  tu.'  Umama  conssll- 
aaca  by  landan  la  mandaitnc  purcaasa 

of  Inanraaoafoc  lauusailea  iTvflnort  hii-    Etmir- .PqaarcB.    aa:.  wait, 
ardizaaa.  Imsrored  comnilaaraa.wil£tn-     "nrrlna"    "Tnaiipn      Sdppu 


CTTBiu  — r**"^^<pTMnn  .  bx^^vna^  ..  oL^  Q^^njtla^ 


ful  to  this  ledslaova  eHorc-as-parcof 
itz  profTui  to  alienate  tha  ciadlt 
cmncn.  --.-^-t/ 

Mr.  Frealdane.'  tha  bill  also  coBOlaa ' 
many  prvnslona  helpful  .to  laiall.) 
saaa.  I  am. proud. to   be   tha- 

into  this  oonf^ranoa  report,  to  t 

aiBanharr  aad'.  Conrtaay    Vtri    woo     VTr  lemuilay     tmpwllmancs . 

wars  Hn^i  iially  haipftii  rh yt^nnr.  tjxB--  namnflTiffl'TTT  of  ■^^**'^  businei 

rriii  «■>   and,   la.- particular.   :ha  con-     and  1naa«a   I  'waac  to  aciauwiad««-aa 
Cai«noa.;.T^  »*ri""T  Conumttaa  also.    eflBrta  aad  support  at  Seticeaaa 
hi*  *  tsTTifTrr  [■  iii'iiaaiiMial  attminter^--   JdDf  . LmLTalcs    andrPjJQI.   K'li*!' 
dTa  ■ta^.aad  I  wtruld  Ilka  ux  expreas     wao     Inoodnoad    IncnlsMon 
my  OaapL  apprecaarion    far    tha.  wqtk     Eonsa -oft  j^pceasntsATes   to 
dona -dt:  .Amy  SoBianaaKl.  Teresa  Ho.     this  san».  uur  puaa.  Whlla  tha  ( 
T^Tw    KfifythiHi  ,  ciiuXj   LsMiur.    ^>'*«'*     adopcad  tha  '^nm^*  uimislou'in:! 
nmTy;.3Mifanl  LaJmuSrla..WaaBn  aoct .  pare  Oia  anal  taxi.' rsH&Jia  thardoaa 

ffaMT    '•'*Ty.|pf a^/—.-  wttlct.aad.  ihM. 

Psala..  manta  of  laz,  Hoosa  cnilaicnea -I"^ 


■  -."or. 


sura W»- will nrm^  T.n  ^flllS^"'*'^*^^" 
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:na:ixt'.ei>  m  u«  fatara  u  aid  tba 
joi&u    ..^Aoesaea    ootznsumcr.    I    &iJO< 

jjia  SUX7P0ZX  or  ui«  riouaa  ComnnOAs  oa 
^aeixj    lad    Cammcrca    la    wvrosr 
Laroosa  uia  uvccu  ot  Ua  oill  vit&ia 
iber  ;anaucaoa. 
Mr.  Presaeat.  ua  acta  of  iba  coa- 

fervsce.rroorx  '^^•""t  wtUi -"t 

Uaveiooowab  vajr^su  T*"«*  mcsaoB. 
X^a  cnau-maji  o(  onr  oonumaaa.  Se»- 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 

FROM  EUGENE  A.  LUDWIG 

Q.l.  If  SAIF  members  have  to  pay  several  times  as  much  for  pre- 
miums as  BIF  members  over  a  very  sustained  period,  what  will  be 
the  effect  of  this  competitive  disparity? 

A.1,  According  to  the  FDIC,  a  significant  disparity  between  BIF 
and  SAIF  premiums  is  likely  beginning  in  1996,  which  could  lead 
to  an  erosion  of  the  SAIF  assessment  base.  This  erosion  may  affect 
both  the  SAIF's  ability  to  fund  the  Financing  Corporation  (FICO) 
obligation  and  to  rebuild  reserves  to  1.25  percent  of  insured  depos- 
its, as  mandated  by  the  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  of  1991.  As  part  of  the  thrift  industry's  ongoing 
commitment  to  pay  for  the  resolution  of  the  thrift  crisis,  SAIF-in- 
sured  institutions  are  required  to  pay  a  fixed  amount  of  their  in- 
surance premiums  (equal  to  approximately  $779  million  annually) 
to  cover  interest  payments  on  FICO  bonds  through  2019.  Today, 
this  represents  approximately  47  percent  of  SAIF  assessments,  or 
11  basis  points  of  the  average  24  basis  point  charge  paid  by  SAIF- 
insured  institutions. 

The  size  of  the  disparity  between  BIF  and  SAIF  premiums  is 
likely  to  reach  15  to  20  basis  points  beginning  in  1996.  Over  time, 
this  differential  will  put  thrifts  at  a  distinct  competitive  disadvan- 
tage. Ultimately,  this  disparity  will  create  substantial  pressures  for 
thrifts  to  minimize  the  deposits  against  which  SAIF  premiums  are 
assessed.  SAIF  members  will  lose  market  share  or  have  to  accept 
lower  earnings  to  remain  competitive  with  BIF-insured  institu- 
tions. Lower  earnings  would  make  it  more  difficult  for  SAIF-in- 
sured  institutions  to  raise  capital.  SAIF-insured  institutions  could 
substitute  uninsured  liabilities  in  place  of  deposits,  such  as  Federal 
Home  Loan  Bank  System  advances.  These  funds  are  typically  more 
expensive  than  deposits.  In  summary,  it  will  be  difficult  for  the 
SAIF  ever  to  rebuild  its  reserves  because  higher  costs  will  cause 
the  industry  to  shrink.  As  a  result,  an  increasing  percentage  of  the 
premiums  will  be  consumed  to  service  the  FICO  debt. 

Q.2.  What  are  the  advantages  and  disadvantages  to  having  two 
separate  insurance  funds? 

A.2.  Separate  bank  and  thrift  insurance  funds  insulate  BIF-insured 
institutions  from  paying  a  portion  of  the  cost  of  resolving  failed 
thrifts  of  the  1980's.  As  noted  in  the  answer  to  the  previous  ques- 
tion, the  SAIF's  ongoing  obligation  to  fund  interest  payments  on 
FICO  bonds  is  a  significant  burden  on  thrifts.  Many  believe  that 
it  would  be  inappropriate  to  force  commercial  banks  to  absorb  this 
obligation,  since  commercial  banks  were  not  responsible  for  losses 
associated  with  the  thrift  crisis  of  the  1980's,  nor  did  they  benefit 
from  the  business  practices  that  led  to  the  crisis. 

The  disadvantage  of  the  current  system  is  that  SAIF-insured  in- 
stitutions will  be  at  a  competitive  disadvantage  as  BIF  premiums 
drop  and  SAIF  premiums  remain  at  roughly  24  basis  points.  The 
disparity  in  premiums  is  likely  to  reduce  the  value  of  the  thrift 
charter  and  make  it  more  difficult  for  thrifts  to  compete  with  BIF- 
insured  institutions,  credit  unions,  and  nondepositories. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  EUGENE  A.  LUDWIG 

Q.l.  Are  there  any  banking  regulations  that  contain  provisions 
comparable  to  the  Federal  securities  rules  respecting  securities 
training  and  qualification  of  bank  securities  salespersons? 
A.1.  The  OCC  believes  that  bank  employees  selling  securities  prod- 
ucts should  undergo  the  same  training  and  testing  that  the  employ- 
ees of  the  securities  industry  sales  staff  undergo.  The  OCC  has 
reached  an  agreement  in  principle  with  the  National  Association  of 
Securities  Dealers  (NASD)  to  open  the  securities  industry  examina- 
tions to  bank  employees.  Staff  from  the  OCC,  the  SEC,  the  NASD, 
the  New  York  Stock  Exchange,  and  the  other  Federal  banking  reg- 
ulators are  working  out  the  details  of  a  testing  program.  We  are 
working  to  establish  this  professional  qualifications  program  within 
the  next  year. 

The  Interagency  Statement  on  Retail  Sales  of  Nondeposit  Invest- 
ment Products  (Interagency  Statement)  issued  by  the  OCC  and  the 
other  Federal  bank  and  thrifl  regulatory  agencies  on  February  15, 
1994,  provides  uniform  guidance  on  the  training  of  bank  personnel 
who  sell  or  recommend  securities.  The  Interagency  Statement  di- 
rects banks  to  implement  detailed  training  programs  to  ensure  that 
sales  personnel  have  thorough  product  knowledge,  understand  cus- 
tomer protection  requirements,  and  know  applicable  legal  require- 
ments. If  bank  employees  sell  or  recommend  securities,  the  train- 
ing must  be  substantively  equivalent  to  that  required  for  individ- 
uals qualified  to  sell  securities  as  registered  representatives.  Su- 
pervisory employees  also  must  receive  training  appropriate  to  their 
position.  Further,  the  Interagency  Statement  states  that  training 
must  be  provided  to  employees  who  have  direct  contact  with  cus- 
tomers, but  who  do  not  sell  or  recommend  securities.  This  training 
is  to  ensure  that  such  employees  understand  the  bank's  sales  ac- 
tivities and  the  limitations  of  the  employees'  involvement.  Through 
examinations,  OCC  examiners  assess  the  process  the  bank  uses  to 
ensure  that  sales  personnel  are  properly  qualified  and  adequately 
trained  to  sell  nondeposit  investment  products. 

Q.2.  Is  there  a  banking  regulation  counterpart  to  the  comprehen- 
sive testing  and  qualifications  programs  (e.g.,  the  series  7  examina- 
tion) administered  by  the  self-regulatory  organizations  (SRO's — the 
NYSE  or  the  NASDAQ)? 

A.2.  Currently,  bank  employees  engaged  in  securities  brokerage  ac- 
tivity directly  in  the  bank  are  not  eligible  to  take  the  SRO  exami- 
nations (e.g.,  the  series  7  examination)  unless  they  are  affiliated 
with  a  registered  broker/dealer.  The  OCC,  however,  along  with  oth- 
ers, is  working  with  the  National  Association  of  Securities  Dealers 
(NASD)  to  open  the  securities  industry  examinations  to  bank  em- 
ployees. Staff  from  the  OCC,  the  SEC,  the  NASD,  the  New  York 
Stock  Exchange,  and  the  other  Federal  banking  regulators  are 
working  out  the  details  of  a  testing  program.  We  are  working  to  es- 
tablish this  professional  qualifications  program  within  the  next 
year. 

Most  bank  related  brokerage  activity  already  occurs  in  corporate 
entities  which  are  separate  from  the  banks  themselves  such  as 
bank  subsidiaries  and  affiliates.  These  corporate  entities  are  reg- 
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istered  with  the  SEC  as  broker/dealers  and  their  employees  are 
subject  to  the  testing  and  qualifications  programs  administered  by 
the  SRO's.  As  an  added  safeguard  unique  to  bank  affiliates  and 
subsidiaries,  the  operations  of  these  separate  corporate  entities  are 
also  subject  to  oversight  and  regulation  by  the  Federal  banking 
agencies. 

Q.3.  Do  the  Federal  banking  laws  contain  a  scheme  that  provides 
for  statutory  disqualification  of  securities  salespersons  with  dis- 
ciplinary histories,  as  do  the  Federal  securities  laws? 

A-3.  Under  the  Interagency  Statement  on  Retail  Sales  of 
Nondeposit  Investment  Products  (February  15,  1994),  banks  are  di- 
rected to  investigate  the  backgrounds  of  employees  hired  for  their 
nondeposit  investment  products  sales  programs,  including  checking 
for  possible  disciplinary  actions  by  securities  and  other  regulators 
if  the  employees  have  previous  investment  industry  experience.  In 
addition,  there  are  other  provisions  under  the  Federal  banking 
laws  which  provide  statutory  authority  for  prohibiting  or  removing 
individuals  from  participating  in  the  conduct  of  the  affairs  of  any 
insured  depository  institution. 

These  provisions  apply  more  broadly  then  just  to  securities-relat- 
ed issues,  and  apply  somewhat  differently  than  the  securities  law 
provisions  to  which  you  refer.  For  example,  the  OCC  and  other 
bank  regulators  may  remove  an  institution-affiliated  party  from  of- 
fice or  prohibit  any  further  participation  by  such  individual  in  the 
conduct  of  the  affairs  of  the  bank  if  such  individual  commits  any 
violation  of  law,  breach  of  fiduciary  duty,  and/or  unsafe  or  unsound 
practice,  and  meets  certain  statutory  requirements.  12  U.S.C. 
§  1818(e).  If  an  institution-affiliated  party  is  charged  with  the  com- 
mission of,  or  participation  in,  a  crime  involving  dishonesty  or 
breach  of  trust,  and  the  continued  service  or  participation  of  such 
party  may  pose  a  threat  to  the  interests  of  the  bank's  depositors 
or  may  threaten  to  impair  the  confidence  of  the  bank,  the  OCC 
may  suspend  such  individual  from  office  or  prohibit  such  party 
from  further  participation  in  the  conduct  of  the  affairs  of  the  bank. 
12  U.S.C.  §  1818(g)(1)(A).  If  the  institution-afiTiliated  party  is  con- 
victed of  such  crime,  the  OCC  may  remove  that  individual  from  of- 
fice and  prohibit  the  participation  of  that  person  in  the  affairs  of 
the  bank  without  prior  written  consent.  12  U.S.C.  §  1818(g)(1)(C). 
Further,  any  person  convicted  of  a  broad  range  of  criminal  offenses 
involving  dishonesty  or  breach  of  trust  may  be  barred  from  partici- 
pating in  the  affairs  of  any  FDIC-insured  bank  without  the  prior 
written  consent  of  the  FDIC.  12  U.S.C.  §  1829. 

Q.4.  What  avenues  of  redress  for  complaints  do  bank  securities 
customers  have?  Do  the  Federal  banking  laws  contain  private 
rights  of  action  for  investors? 

A.4.  Bank  customers  may  seek  redress  for  injury  resulting  from  se- 
curities activities  at  banks  in  a  number  of  ways.  Similar  to  securi- 
ties customers  of  broker/dealers,  bank  customers  may  institute  liti- 
gation alleging  a  violation  of  the  anti-fraud  provisions  of  the  Fed- 
eral securities  laws.  Courts  have  long  recognized  an  implied  private 
right  of  action  under  some  of  these  provisions.  See  e.g.,  Fischman 
V.  Raytheon  Manufacturing  Co.,  188  F.2d  783  (2d  Cir.  1951);  A/fi7i- 
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ated  Ute  Citizens  v.  U.S.,  406  U.S.  128  (1972);  Herman  &  MacLean 
V.  Huddleston,  459  U.S.  375  (1983). 

Conduct  that  rises  to  the  level  of  fraud,  including  misrepresenta- 
tion of  an  investment  product  or  placing  a  customer  in  unsuitable 
investments,  could  give  rise  to  a  private  right  of  action  under  sec- 
tion 10(b)  of  the  Securities  Exchange  Act  of  1934. 

While  the  Interagency  Statement  (February  15,  1994)  does  not 
purport  to  create  a  private  right  of  action,  noncompliance  with  the 
Statement  may,  in  certain  cases,  constitute  fraudulent  conduct. 

Investment  company  shareholders  also  may  bring  a  private  ac- 
tion alleging  violations  of  the  Investment  Company  Act  of  1940. 

Bank  customers  also  may  complain  to  the  OCC  about  the  securi- 
ties sales  practices  of  a  bank.  The  OCC  investigates  such  com- 
plaints and,  in  instances  where  it  finds  that  the  customer  was 
harmed,  the  OCC  can  order  reimbursement,  restitution,  or  other 
appropriate  remedies.  The  OCC  supports  banking  initiatives  to  re- 
solve disputes  with  customers  involving  securities  transactions 
through  arbitration. 

Q.5.  Are  there  any  banking  law  counterparts  to  the  securities  arbi- 
tration scheme  for  bank  security  investors? 

A.5.  Banks  may  wish  to  use  arbitration  to  resolve  disputes  with 
customers  involving  securities  transactions.  Arbitration  is  a  private 
dispute  resolution  mechanism  in  which  the  parties  to  the  dispute 
state  their  positions  before  either  a  single  arbitrator  or  a  panel  of 
arbitrators,  who  then  renders  a  decision  binding  on  the  parties. 
Many  registered  subsidiaries  or  affiliates  of  banks  provide  an  arbi- 
tration clause  in  their  standard  investment  account  contracts. 
Banks  that  directly  sell  securities  also  may  enter  into  arbitration 
agreements  with  customers.  Trade  associations  for  the  banking  in- 
dustry have  published  guidelines  on  retail  investment  sales  by 
banks  which  include  sample  arbitration  forms.  While  there  are  no 
banking  laws  that  provide  an  arbitration  mechanism,  the  OCC  sup- 
ports use  of  arbitration  as  a  dispute  resolution  mechanism. 

Q.6.  Could  you  briefly  describe  the  Federal  banking  agencies' 
guidelines  and  the  Interagency  Statement  designed  to  supplement 
their  securities  regulatory  program?  Because  it  is  a  statement  or 
guideline  and  not  a  regulation,  is  it  merely  advisory? 
A.6.  The  Federal  bank  and  thrift  regulatory  agencies  jointly  issued 
the  Interagency  Statement  on  Retail  Sales  of  Nondeposit  Invest- 
ment Products  on  February  15,  1994.  The  Interagency  Statement 
sets  forth  the  uniform  views  of  the  bank  regulatory  agencies  on 
standards  for  the  safe  and  sound  operation  of  banks'  nondeposit  re- 
tail sales  operations.  Specific  guidelines  pertain  to  the  sale  of 
nondeposit  investment  products,  as  well  as  to  related  advertising 
and  promotional  activities. 

The  Interagency  Statement  stresses  that  banks  should  market 
nondeposit  products  in  a  manner  that  is  not  misleading  or  confus- 
ing to  customers  as  to  the  nature  of  the  products  and  the  risks.  The 
Interagency  Statement  provides  guidance  on  disclosures  to  cus- 
tomers, sales  location,  the  suitability  of  particular  investments  for 
particular  customers,  compensation  of  sales  personnel,  and  other 
sales  practices.  In  particular,  where  nondeposit  products  are  rec- 
ommended or  sold  to  retail  customers,  the  Statement  provides  that 
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customers  be  fully  informed  that  the  products  are  not  insured  by 
the  FDIC;  are  not  deposits  or  other  obligations  of  the  institution 
and  are  not  guaranteed  by  the  institution;  and  are  subject  to  in- 
vestment risks,  including  possible  loss  of  the  principal  invested. 

On  February  24,  1994,  the  OCC  released  OCC  Bulletin  94-13 
containing  detailed  procedures  for  examining  the  retail  nondeposit 
investment  sales  operations  of  national  banks.  The  procedures  offer 
specific  examples  of  what  the  OCC  expects  from  national  banks 
that  engage  in  this  business. 

As  part  of  the  OCC's  extensive  examination  process,  OCC  exam- 
iners regularly  examine  banks  which  sell  mutual  funds.  These  ex- 
aminers review  the  policies,  procedures,  systems,  and  controls  of 
banks'  operations  and  evaluate  their  effectiveness  in  terms  of  the 
scope  of  the  banks'  sales  activities. 

Banks  that  do  not  operate  their  nondeposit  investment  product 
retail  sales  operations  safely  and  soundly  or  that  engage  in  viola- 
tions of  law  or  regulations  will  be  subject  to  appropriate  regulatorv 
action  under  12  U.S.C.  §  1818.  For  example,  failure  to  comply  with 
the  guidelines  of  the  Interagency  Statement  could  establish  the 
basis  for  a  foimal  enforcement  action  against  bank  sales  personnel 
if  such  action  involved  unsafe  or  unsound  conduct  or  a  violation  of 
law.  Noncompliance  with  the  OCC  guidelines  also  may  form  the 
basis  for  informal  action  against  either  bank  sales  personnel  or  the 
bank  itself.  Such  informal  action  could  include  notifying  bank  man- 
agement of  the  problem  and  securing  the  bank's  written  commit- 
ment to  correct  the  problem.  While  the  Interagency  Statement  is 
a  guideline,  the  OCC  expects  national  banks  to  comply  with  it  and 
has  the  statutory  authority  to  enforce  its  contents. 

Q.7.  Is  [the  Interagency  Statement]  legally  enforceable  by  bank 
regulators  or  by  bank  customers? 

A.7.  The  Interagency  Statement  is  designed  to  describe  safe  and 
sound  practices  for  retail  sales  of  nondeposit  investment  products. 
Banks  that  do  not  operate  their  nondeposit  investment  product  re- 
tail sales  operations  safely  and  soundly  or  that  engage  in  violations 
of  law  or  regulations  will  be  subject  to  appropriate  regulatory  ac- 
tion. The  OCC  has  broad  enforcement  authority  under  12  U.S.C. 
§  1818(b),  (e),  and  (i)  to  bring  cease  and  desist,  prohibition,  and/or 
civil  money  penalty  actions  against  national  banks  and  institution- 
affiliated  parties  for  violations  of  any  law,  rule,  or  regulation,  or  for 
unsafe  or  unsound  practices.  The  OCC's  ongoing  examination  pres- 
ence in  national  banks  allows  the  OCC  to  identify  areas  needing 
enhancement  and  to  criticize  institutions  for  their  regulatory  short- 
comings through  reports  of  examination.  The  OCC  may  institute 
corrective  measures  through  a  variety  of  mechanisms.  Such  meas- 
ures may  include  supervisory  letters,  informal  agreements,  and, 
where  warranted,  cease  and  desist  orders. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  ANDREW  C.  HOVE,  JR. 

Q.l.  The  committee  created  by  the  Federal  banking  agencies  to  re- 
solve technical  differences  among  the  Federal  banking  agencies,  the 
Federal  Financial  Institutions  Examination  Council,  appears  to 
persons  outside  the  agencies  as  a  mechanism  for  prolonging,  rather 
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than  resolving,  differences.  Why  does  the  process  seem  to  take  so 
long? 

A.1.  As  you  know,  the  Federal  Financial  Institutions  Examination 
Council  (FFIEC)  was  established  as  a  formal  interagency  body  in 
1979  for  the  purpose  of  prescribing  uniform  principles,  standards, 
and  report  forms  for  the  Federal  examination  of  financial  institu- 
tions by  the  five  Federal  regulatory  agencies,  as  well  as  to  promote 
uniformity  in  the  supervision  of  financial  institutions.  The  FFIEC 
also  is  responsible  for  developing  uniform  reporting  systems,  con- 
ducting schools  for  Federal  and  State  examiners,  facilitating  public 
access  to  data,  performing  a  host  of  appraisal  monitoring  and  ad- 
ministrative functions  under  the  auspices  of  the  Appraisal  Sub- 
committee, and  coordinating  all  of  these  functions  with  the  50 
State  banking  departments  through  an  advisory  State  Liaison 
Committee.  For  the  most  part,  these  duties  have  been  mandated  by 
law  and  are  administered  by  a  five-member  board  consisting  of  the 
heads  of  the  five  agencies. 

Admittedly,  the  task  of  coordinating  projects  among  five  Federal 
agencies  and  the  State  Liaison  Committee  can  be  complicated  and 
can  appear  to  be  inordinately  time-consuming.  However,  in  many 
cases,  projects  take  longer  for  good  and  valid  reasons.  For  example, 
some  projects  may  involve  numerous  issues  or  require  complicated 
changes  to  existing  systems  that  affect  banks,  thrifts,  and  credit 
unions  differently,  such  as  the  interagency  policy  statement  on  de- 
termining the  adequacy  of  the  ALLC,  the  reporting  requirements 
adopting  SFAS  109  (accounting  for  deferred  tax  assets),  or  the 
interagency  policy  statement  on  unsuitable  investment  practices. 
Other  projects  may  involve  a  rulemaking  process  which,  depending 
on  the  issues  raised  and  the  public  comments  received,  can  take 
several  months  to  a  year  or  more  to  complete.  Examples  of  such 
work  would  include  the  development  of  the  Appraisal  Subcommit- 
tee and  its  monitoring  of  State  programs.  Federal  regulatory  ap- 
praisal standards,  and  the  Appraisal  Foundation's  activities;  the 
development  of  capital  rules  for  recourse  transactions;  and  the  cur- 
rent project  to  adopt  regulatory  standards  for  the  reserves  created 
by  SFAS  114. 

While  uniformity  is  a  worthwhile  goal,  applying  uniform  policies 
to  a  diverse  group  of  institutions  such  as  those  under  the  FFIEC 
can  have  some  unintended  results.  Correcting  the  new,  unexpected 
problems  is  often  complex  and  more  difficult  to  achieve  than  solv- 
ing the  original  problem  and  can  lead  to  extended  delavs.  Each  of 
the  projects  noted  above  has  led  to  a  more  thorough  and  deliberate 
approach  to  examinations,  and  has  provided  consistency  between 
the  agencies. 

The  Committee  may  be  assured  that  FFIEC  staff  is  encouraged 
to  complete  projects  expeditiously.  A  list  of  the  FFIEC's  responsibil- 
ities, major  accomplishments,  and  pending  projects  is  published  in 
a  report  submitted  to  Congress  each  year. 

The  FDIC  is  convinced  that  each  of  the  agencies  comprising  the 
FFIEC  and  their  respective  staffs  have  been  and  are  committed  to 
meeting  the  FFIEC's  goals  of  achieving  uniformity  in  the  above 
areas,  while  at  the  same  time  minimizing  the  regulatory  burden  on 
insured  depository  institutions.  The  efforts  of  Chairman  Riegle  and 
the  Senate  Banking  Committee  in  assuring  the  passage  of  the  Rie- 
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gle  Community  Development  and  Regulatory  Improvement  Act  of 
1994  should  help  to  further  the  uniformity  goals  of  the  FFIEC. 

Q.2.  How  convinced  are  you  that  bank  customers  really  know  when 
they  are  buying  uninsured  products  (mutual  funds  and  annuities) 
at  banks  and  what,  if  anything,  do  you  believe  should  be  done  to 
better  inform  customers? 

A.2.  While  FDIC  examiners  are  finding  a  generally  high  level  of 
compliance  with  disclosure  requirements  relating  to  the  sale  of 
nondeposit  investment  products,  the  FDIC  is  concerned  about  con- 
tinued reports  that  bank  customers  purchasing  uninsured  products 
are  confused  as  to  the  nature  of  the  products  they  are  purchasing. 
Our  perception  is  that  the  reported  customer  confusion  may  have 
several  possible  explanations. 

The  Guidelines  Have  Not  Had  Enough  Time  To  Be  Effective.  The 
interagency  guidelines  and  the  industry  guidelines  issued  by  lead- 
ing bank  trade  organizations  were  both  issued  in  early  1994.  These 
initiatives  have  not  been  in  effect  long  enough  to  change  public  per- 
ceptions that  may  have  previously  existed.  Financial  institution 
regulators  are  vigorously  enforcing  the  guidelines  and  the  industry 
is  working  hard  to  educate  its  customers  but,  due  to  long-estab- 
lished perceptions  linking  banking  products  with  Government  in- 
surance, the  process  will  not  bring  immediate  full  compliance. 

The  Industry  May  Be  In  Technical  Compliance,  But  Nuances  In 
Sales  Presentations  Are  Confusing  Customers.  Bank  customers 
have  become  accustomed  to  certain  terminology  which  has  meaning 
to  the  customer  in  a  bank  environment.  When  the  same  terminol- 
ogy is  used  in  an  investment  environment,  customers  may  be  tak- 
ing their  understanding  of  terminology  from  the  bank  environment 
into  their  investment  decision  process.  For  instance,  banks  have 
used  the  term  "money  market  account"  to  describe  an  insured  ac- 
count whose  rate  varies  with  certain  market  vagaries.  When  an  in- 
vestment counselor  talks  about  a  money  market  mutual  fund  and 
discusses  with  the  customer  the  opening  of  an  account,  we  have 
seen  evidence  that  the  bank  customer  may  have  difficulty  differen- 
tiating between  the  two  types  of  accounts.  Another  example  we 
have  seen  in  advertising  is  the  use  of  the  term  "deposit."  The  term 
"deposit"  to  a  bank  customer  carries  the  meaning  of  an  insured  ac- 
count but  in  other  financial  services  may  mean  nothing  more  than 
putting  money  into  an  account.  Finally,  we  have  seen  confusion 
over  the  terms  "insured"  or  "guaranteed."  Bank  customers  are  ac- 
customed to  these  terms  being  used  in  connection  with  FDIC  insur- 
ance which  insures  or  guarantees  depositors  up  to  $100,000  for  loss 
of  principal  and  accrued  interest.  The  term  "insured"  used  in  con- 
nection with  SIPC  coverage  has  an  entirely  different  meaning.  U.S. 
Treasury  bond  funds  are  guaranteed  by  the  Government  insofar  as 
principal  but,  prior  to  maturity  of  the  underlying  bonds,  the  invest- 
ment is  subject  to  market  risk.  The  term  "guaranteed"  also  used 
commonly  by  other  types  of  financial  services  firms  usually  means 
nothing  more  than  the  company  offering  the  product  is  responsible 
for  promises  made  concerning  tne  investment. 

Deposit  Insurance  Has  Provided  a  Level  of  Confidence  Beyond  Its 
Scope  of  Coverage.  FDIC  coverage  has  a  basic  function  of  address- 
ing customer  confidence  in  the  banking  system.  The  program  has 
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been  successful  to  the  point  that  customers  of  a  "Member  FDIC"  in- 
stitution have  come  to  accept  that  their  money  is  safe  in  that  insti- 
tution. As  banks  have  become  involved  in  selling  products  that  do 
not  have  FDIC  coverage,  they  are  faced  with  a  clientele  that  may 
not  be  ready  to  accept  that  all  products  offered  in  the  banking  envi- 
ronment are  not  covered  by  FDIC  insurance.  For  the  FDIC  and  the 
banking  industry,  this  is  an  important  issue.  On  the  one  hand, 
both  the  industry  and  its  regulators  want  to  continue  the  con- 
fidence the  public  has  in  the  banking  system  but,  on  the  other 
hand,  the  industry  needs  to  expand  its  product  offerings  to  a  full 
array  of  financial  instruments  to  remain  competitive  in  the  finan- 
cial marketplace.  These  instruments  carry  risks  to  which  bank  cus- 
tomers are  unaccustomed  in  making  their  investment  decisions  in 
the  bank. 

Answering  the  continued  perception  of  customer  confusion  re- 
quires a  thorough  understanding  of  the  problem.  Therefore,  we  are 
in  the  final  stages  of  developing  a  shopping  study  in  which  we  plan 
to  undertake  the  most  comprehensive  analysis  of  the  bank  sales 
practices  that  has  yet  been  attempted.  Through  this  study,  we  hope 
to  find  the  sources  of  confusion  in  order  that  we  can  isolate  the  ac- 
tions that  need  to  be  taken.  These  actions  may  range  from  new 
educational  initiatives,  increased  examination  diligence,  and/or  new 
regulations,  to  recommendations  for  legislation. 

The  FDIC  is  committed  to  finding  solutions  to  these  ongoing 
questions.  The  Corporation  will  continue  to  work  with  representa- 
tives of  the  banking  and  securities  industries,  the  SEC,  other  fi- 
nancial institution  regulators,  and  legislators  to  overcome  customer 
confusion  while  allowing  the  banking  industry  to  explore  a  broader 
range  of  financial  offerings. 

Q.3.  In  the  past,  I  believe  you  have  spoken  about  the  fact  that  fed- 
erally-insured depository  institutions  are  required  to  comply  with 
CRA  requirements  while  other  nonregulated  financial  institutions 
have  no  such  requirements.  What  additional  responsibilities  or  re- 
quirements, if  any,  do  you  believe  should  be  placed  on  the  competi- 
tors of  federally-insured  depository  institutions? 
A.3.  The  Community  Reinvestment  Act  requires  federally-insured 
depository  institutions  (except  credit  unions)  to  help  meet  the  cred- 
it needs  of  their  local  communities.  The  Federal  financial  regu- 
latory agencies  are  required  to  assess  an  institution's  record  of 
meeting  the  credit  needs  of  its  entire  community,  including  low- 
and  moderate-income  areas.  There  are  no  similar  requirements  for 
other  types  of  lenders. 

While  the  FDIC  has  not  taken  a  position  on  this  issue,  we  believe 
the  credit  needs  in  lower-income  areas  can  best  be  met  safely  and 
soundly  when  all  financial  institutions,  often  working  in  partner- 
ship with  community  organizations  and  the  Government,  help  to 
meet  those  needs.  We  are  concerned  that  although  lending  institu- 
tions not  covered  by  the  CRA  generally  compete  in  community  mar- 
kets, they  may  not  help  meet  credit  and  investment  needs  in  the 
low-  and  moderate-income  areas.  Some  of  these  lenders  conduct 
business  nationally  or  regionally  and  others  serve  only  local  areas. 
Nevertheless,  whatever  their  market  areas  may  be,  they  should  be 
encouraged  through  some  means  to  participate  in  low-  and  mod- 
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erate-income  lending  and  investment  activities  similar  to  those  pro- 
posed for  covered  institutions  in  the  revised  CRA  proposal.  Such 
activities  would  include,  for  example,  endeavors  that  benefit  afford- 
able housing  rehabilitation  and  construction,  including  multifamily 
rental  property  serving  low-  and  moderate-income  persons;  not-for- 
profit  organizations  serving  affordable  housing  and  community  eco- 
nomic development  needs;  and  financial  intermediaries  including 
Community  Development  Financial  Institutions  and  Community 
Development  Corporations. 

Q.4.  With  the  RTC  scheduled  to  go  out  of  business  by  the  end  of 
1995,  the  FDIC  is  beginning  a  difficult  management  task  that  in- 
cludes absorbing  over  one  thousand  employees,  as  well  as  consoli- 
dating offices  and  computer  systems.  What  problems  do  you  foresee 
and  what  are  you  doing  to  address  these  problems? 

A.4.  In  accordance  with  the  Resolution  Trust  Corporation  Comple- 
tion Act,  the  Federal  Deposit  Insurance  Corporation  and  the  RTC 
established  an  FDIC/RTC  Transition  Task  Force  in  February  1993 
to  develop  a  coordinated  transition  plan  for  returning  RTC  func- 
tions and  staff  to  the  FDIC.  The  Task  Force  has  established  joint 
FDIC/RTC  task  groups  for  each  common  functional  area  to  develop 
recommendations  on  transition  schedules  and  other  issues.  This 
structure  is  intended  to  assure  that  potential  problems  are  identi- 
fied early  and  resolved  quickly. 

The  Task  Force  expects  to  complete  its  review  of  task  group  rec- 
ommendations and  approve  a  master  schedule  for  the  transition  by 
the  end  of  this  year.  Once  that  is  completed,  detailed  plans  will  be 
developed  for  the  merger  of  each  office,  with  internal  controls  es- 
tablished to  assure  that  all  issues  are  addressed  and  that  mergers 
are  accomplished  smoothly.  The  decisions  of  the  Task  Force  and  a 
summary  of  its  activities  will  be  reported  to  Congress  by  January 
1,  1995,  in  the  first  of  three  reports  on  the  transition  effort  re- 
quired by  the  RTC  Completion  Act. 

The  RTC  Completion  Act  also  requires  the  Task  Force  to  exam- 
ine RTC  information  systems  and  recommend  to  the  Secretary  of 
the  Treasury  which  systems  should  be  preserved  for  use  by  the 
FDIC  following  the  sunset  of  the  RTC.  The  Secretary,  in  turn,  is 
required  to  make  final  decisions  on  the  disposition  of  each  of  the 
systems.  The  Task  Force  recently  established  a  comprehensive 
automated  systems  review  process  under  which  the  functional  task 
groups  will  evaluate  each  of  the  RTC's  national  systems  and  any 
related  FDIC  systems.  This  review  process  will  be  completed  by 
May  1995. 

Although  there  are  myriad  potential  problems  that  may  emerge 
from  the  transition  process,  we  are  making  every  effort  to  assure 
that  the  merger  of  the  RTC  into  the  FDIC  is  well  planned  and  that 
potential  problems  are  identified  and  resolved  as  quickly  as  pos- 
sible. 

Q.5A.  We  have  now  had  reports  of  some  14  mutual  funds  whose 
managers,  many  of  them  banks,  felt  compelled  to  cover  losses  asso- 
ciated with  derivatives.  The  derivatives,  often  in  the  form  of  struc- 
tural debt  securities,  appear  to  have  been  seriously  misused.  Are 
you  getting  as  much  information  about  bank  and  thrift  holdings  of 
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structured  debt,  which  has  embedded  derivatives,  as  you  are  about 
stand-alone  derivatives? 

A.5A.  The  FDIC  currently  receives  less  information  on  structured 
debt  with  embedded  derivatives  than  we  currently  receive  on 
stand-alone  derivatives.  The  information  received  includes  the  am- 
ortized cost  and  fair  value  of  Collateralized  Mortgage  Obligations 
(CMO's)  issued  by  Government  Sponsored  Agencies  and  private  is- 
suers as  reported  in  the  Reports  of  Condition  and  Income  (Call  Re- 
ports). Information  regarding  structured  notes  currently  is  obtained 
through  the  examination  process.  The  FDIC,  along  with  the  other 
bank  and  thrift  regulatory  agencies,  put  forth  a  proposal  through 
the  FFIEC  to  require  financial  institutions  to  report  the  amortized 
cost  and  fair  value  of  structured  note  holdings  in  the  Call  Report 
beginning  March  31,  1995.  This  proposal  was  approved  in  Septem- 
ber 1994  and  notification  of  the  changes  to  the  Call  Report  will  be 
provided  to  banks  shortly. 

In  addition  to  the  disclosure  of  structured  note  holdings,  the 
FFIEC  also  approved  a  request  for  the  disclosure  of  additional  in- 
formation regarding  mortgage  derivative  securities  and  off-balance 
sheet  derivative  instruments  beginning  in  the  March  31,  1995,  Call 
Report.  This  additional  information  includes  the  reporting  of  the 
amortized  cost  and  fair  value  of  high-risk  mortgage  securities,  as 
defined  in  the  FDIC  Policy  Statement  on  Securities  Activities,  sep- 
arate from  other  CMO/REMIC  holdings.  Information  regarding  the 
notional  contract  amounts  of  derivatives  by  type  of  instrument 
(e.g.,  swaps,  options,  futures,  and  forwards),  by  risk  exposure  un- 
derlying the  contract  (e.g.,  interest  rate,  foreign  exchange,  commod- 
ities, and  equities),  and  by  whether  the  contract  is  traded  on  an  ex- 
change or  over-the-counter  also  will  be  collected  beginning  March 
31,  1995.  Banks  with  total  assets  of  $100  million  or  more,  will  be 
required  to  report  the  gross  positive  and  negative  fair  value  of  con- 
tracts held  for  both  trading  purposes  and  for  purposes  other  than 
trading.  The  risk-based  capital  maturity/replacement  cost  matrix 
for  derivatives  also  will  be  expanded  in  the  March  31,  1995,  Call 
Report  to  cover  the  potential  future  credit  exposure  of  commodity 
and  equity  contracts  and  all  types  of  off-balance  sheet  contracts 
with  maturities  of  5  years  or  greater. 

Q.5J3.  If  bank  holding  companies  consistently  bail  out  proprietary 
mutual  funds  with  problems,  does  that  make  future  customers  in- 
creasingly come  to  view  these  funds  as  bank-guaranteed? 

A.5.B.  The  FDIC,  as  insurer,  is  concerned  that  losses  to  proprietary 
mutual  funds  covered  by  the  sponsoring  bank  or  bank  holding  com- 
pany will  give  the  public  the  impression  that  these  funds  are  in- 
sured or  guaranteed.  Existing  interagency  guidelines  require  the 
seller  of  nondeposit  investment  products  to  clearly  disclose,  among 
other  things,  that  the  investment  is  not  insured  by  the  bank.  Man- 
agement's decision  to  cover  mutual  fund  losses  apparently  was 
based  on  the  belief  that  the  adverse  publicity  and  embarrassment 
that  might  accompany  such  a  loss  would  be  far  greater  than  if  the 
bank  or  holding  company  simply  absorbed  the  loss.  Until  now,  such 
losses  have  been  small  in  relation  to  the  size  and  strength  of  the 
institution  and  therefore  have  not  created  an  excessive  risk  to  the 
deposit  insurance  funds.  However,  the  precedent  is  not  a  good  one. 
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The  FDIC  is  particularly  concerned  that  these  transactions  may  in- 
advertently create  the  impression  that  future  losses,  even  if  sub- 
stantial, would  become  an  obligation  of  the  bank  or  holding  com- 
pany. 

Recent  opposition  by  the  Securities  and  Exchange  Commission  to 
certain  structured  notes  as  appropriate  investments  for  money 
market  mutual  funds  combined  with  supervisory  guidance  issued 
by  the  bank  regulatory  agencies  on  structured  notes  seem  to  be  the 
driving  influence  leading  to  divestiture  of  these  investments  and 
the  related  losses.  Our  concern  rests  with  protecting  the  bank  from 
the  potential  liability  these  payments  may  inadvertently  create.  We 
will  continue  to  worK  with  the  other  regulators  and  use  our  super- 
visory authority  as  necessary  to  protect  the  insurance  funds. 

Q.6.  In  an  oversight  hearing  on  the  condition  of  the  financial  sys- 
tem a  few  years  ago,  the  noted  bank  analyst,  Alex  Sheshunoff,  ex- 
pressed concerns  over  the  large  foreign  bank  presence  in  the  U.S. 
market: 

There  is  a  benefit  to  American  business.  It  is  lower-cost  loans 
short  term.  However,  what  concerns  us  is  simply  this,  over  the 
long  term  control  over  a  nation's  financial  institutions  means 
control  over  individuals  and  businesses  including  selecting  which 
of  those  are  provided  with  credit  and  allowed  to  grow. 

According  to  a  recent  OCC  report,  foreign  banks  now  make  47 
percent  of  all  business  loans  in  the  U.S.  market.  Grerald  Corrigan 
made  a  speech  about  the  large  foreign  bank  presence  in  the  U.S. 
market  when  he  was  President  of  the  Federal  Reserve  Bank  of 
New  York.  In  that  speech  Mr.  Corrigan  stated: 

Is  there  a  point  where  the  extent  of  foreign  banking  presence 
in  U.S.  markets  could  give  rise  to  public  policy  concerns  about 
such  presence?  In  my  judgment  the  candid  answer  to  that  ques- 
tion is  yes. 

Do  you  have  anv  concerns  over  the  large  foreign  bank  share  of 
our  market,  and  if  not  whether  they  could  see  circumstances  when 
they  would  have  concerns? 

A.6.  The  presence  of  foreign  banks  in  the  United  States  inevitably 
leads  to  greater  competition  in  the  U.S.  banking  market.  This 
heightened  competition  can  have  at  least  two  effects.  The  first  is 
that  the  cost  of  borrowing  may  be  reduced  for  businesses  and  con- 
sumers. The  entry  of  foreign  competitors  into  the  domestic  banking 
market  leads  to  an  increase  in  the  availability  of  credit  for  both 
businesses  and  consumers  and,  thus,  more  competitive  loan  pric- 
ing.^ 

The  second  impact  on  the  U.S.  banking  market  involves  concerns 
about  the  health  of  domestic  banks  due  to  increased  competition. 


'This  price  efTect  for  businesses  is  reported  and  documented  in  the  following  article: 
McCauloy,  Robert  N.  and  Scth,  Rama,  "Foreign  Bank  Credit  to  U.S.  Corporations:  The  Impli- 
cations of  OfTshore  Loans,"  Quarterly  Review  (Federal  Reserve  Bank  of  New  York),  Spring  1992, 
pp.  52-65. 

This  article  cites  a  1988  study  by  Greenwich  Associates  which  conducted  interviews  with  fi- 
nancial decisionmakers  at  U.S.  corporations  of  various  sizes.  "Competitive  loan  pricing"  was 
cited  by  the  survey  respondents  as  the  principal  reason  for  favoring  foreign,  especially  Japanese, 
banks.  These  same  surveys  also  revealed  that  foreign  banks  were  favored  for  their  international 
presence,  such  as  their  ability  to  provide  international  service  and  their  knowledge  of  innovative 
international  banking  alternatives,  in  bidding  for  U.S.  customers. 
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A  fact  often  cited  in  this  context  is  the  foreign-bank  share  of  com- 
mercial and  industrial  (C&I)  lending  in  the  United  States.  Foreign 
banks  based  in  the  United  States  controlled  39  percent  of  the  U.S. 
C&I  loan  market  as  of  the  second  quarter  of  1993  and,  when  off- 
shore lending  by  foreign  banks  is  included  as  well,  loans  by  foreign 
banks  accounted  for  47  percent  of  this  market.  In  this  and  other 
areas,  the  foreign  bank  presence  in  the  U.S.  banking  market  grew 
substantially  during  the  1980's,  but  has  leveled  off  recently.^ 

While  foreign  banks  have  gained  a  significant  share  of  the  U.S. 
banking  market,  they  have  not  caused  safety  and  soundness  prob- 
lems for  domestic  banks.  U.S.  commercial  banks  have  recovered 
well  from  the  difficulties  of  the  1980's.  They  now  are  well  capital- 
ized, on  average,  and  industry  earnings  are  extremely  high  by  his- 
torical standards.  This  performance  oy  domestic  banks  confirms 
that  they  are  in  a  strong  position  to  compete  with  foreign  institu- 
tions. 

It  is  conceivable,  of  course,  that  public  policy  concerns  could 
arise.  These  concerns  relate  primarily  to  concentration  of  resources 
and  control  over  the  allocation  of  credit.  However,  the  likelihood  of 
serious  problems  arising  in  these  areas  is  remote  for  the  foresee- 
able future.  The  U.S.  financial  market,  in  general,  is  extremely 
competitive,  particularly  with  regard  to  sources  of  loanable  funds. 
Such  competitive  pressure  creates  strong  incentives  for  lenders  to 
allocate  credit  efficiently  and  otherwise  to  meet  the  needs  of  savers 
and  borrowers.  In  such  an  environment,  there  is  little  to  fear  from 
concentration  and,  in  any  case,  there  is  no  reliable  indication  of 
over-concentration  at  present  within  any  major  component  of  the 
U.S.  financial  system. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  CAMPBELL 

FROM  ANDREW  C.  HOVE,  JR. 

Q.l.  As  you  know,  the  Denver  RTC  plans  to  close  in  March  1995. 
I  will  be  as  glad  as  anyone  to  see  the  office  close  its  doors,  but  em- 
ployees in  Denver  raised  important  questions  about  their  treatment 
during  the  closing  and  transition  process.  Specifically,  the  disparity 
in  treatment  between  long-term  temporary  employees,  some  with 
nearly  10  years  of  experience  in  the  RTC  and  FDIC,  and  regular 
employees  gives  rise  to  frustration  and  anger.  So-called  temporary 
employees,  regardless  of  their  service  or  competence,  face  an  un- 
ceremonious dumping  without  severance  pay  or  any  chance  at  fa- 
vorable consideration  for  FDIC  jobs.  My  question  is  this:  Do  you 
have  any  ideas  or  proposals,  including  legislative  changes,  about 
how  to  lessen  the  impact  of  office  closings  on  these  (temporary)  em- 
ployees? 

A.1.  The  primary  problem  for  temporary  Resolution  Trust  Corpora- 
tion employees  and  their  temporary  counterparts  assigned  to  the 
Federal  Deposit  Insurance  Corporation  at  various  points  around 
the  country  is  that,  as  the  health  of  the  Nation's  banking  industry 
has  steadily  improved,  the  FDIC  and  RTC  workload  with  respect 
to  resolving  and  liquidating  failed  banks  and  thrifts  has  decreased 
drastically.  As  a  result,  both  the  RTC  and  the  FDIC  currently  are 


*  Please  see  Table  4  in  the  following  working  paper  from  the  OCC: 

Nolle.  Daniel  E.,  "Are  Foreign  Banks  Out-Competing  U.S.  Banks  in  the  U.S.  Market,"  Eco- 
nomic &  Policy  Analysis  Working  Paper  94-5  (Comptroller  of  the  Currency),  May  1994. 
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involved  in  a  major  downsizing  effort,  and  continued  employment 
prospects  for  the  temporary  employees  of  both  agencies  are  ex- 
tremely limited.  For  example,  the  Denver  office  of  the  FDIC's  Divi- 
sion of  Depositor  and  Asset  Services  had  to  be  closed  in  May  of  this 
year  due  to  lack  of  work.  In  general,  however,  although  current  cir- 
cumstances undoubtedly  will  cause  disruptions  in  the  careers  of 
many  employees,  our  declining  workload  is  a  clear  measure  of  our 
high  degree  of  success  in  overcoming  the  banking  and  thrift  crises 
of  the  1980's. 

The  FDIC  and  RTC  jointly  submitted  proposed  legislation  to  the 
House  of  Representatives  seeking  a  3-year  noncompetitive  re-em- 
ployment eligibility  period  for  temporary  employees  of  either  agen- 
cy who  must  be  separated  due  to  downsizing  or  termination  of  op- 
erations. While  not  guaranteeing  employment,  this  proposal  would 
have  given  temporary  employees  the  advantage  of  being  able  to 
present  themselves  to  any  Federal  agency  and  be  hired  imme- 
diately for  any  vacancy  for  which  they  qualified,  without  having  to 
compete  with  the  general  public.  All  other  Federal  employees  who 
have  been  appointed  to  permanent  positions  through  competitive 
procedures  enjoy  such  an  entitlement. 

Although  the  United  States  Office  of  Personnel  Management  ob- 
jected to  the  legislation  proposed  by  the  FDIC  and  the  RTC,  they 
have  expressed  willingness  to  work  with  the  FDIC  on  alternative 
administrative  considerations  for  the  temporary  employees. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  ANDREW  C.  HOVE,  JR. 

Q.l.  If  SAIF  members  have  to  pay  several  times  as  much  for  pre- 
miums as  BIF  members  over  a  very  sustained  period,  what  will  be 
the  effect  of  this  competitive  disparity? 

A.1.  A  premium  disparity  is  not  likely  to  have  a  substantial  ad- 
verse effect  on  thrifts  over  the  short  term.  If  Savings  Association 
Insurance  Fund  (SAIF)  members  are  required  to  bear  a  substan- 
tially higher  cost  of  obtaining  deposits  than  banks  for  an  extended 
period,  however,  the  impact  could  be  substantial.  Some  marginally 
profitable  institutions  will  see  their  profitability  decline.  It  is  very 
difficult  to  quantify  this  effect  because  deposits  are  not  the  only 
source  of  liabilities  for  thrifts.  Federal  Home  Loan  Bank  advances 
or  other  nondeposit  liabilities  may  be  used  to  replace  deposits  being 
bid  away  by  banks  without  incurring  the  entire  cost  implied  by  the 
premium  differential,  thus  mitigating  the  impact  of  the  differential. 
To  the  extent  that  this  assessment  avoidance  is  feasible,  one  would 
expect  an  erosion  of  the  SAIF  assessment  base  and,  possibly,  dif- 
ficulties in  meeting  the  Financing  Corporation  (FICO)  obligation. 
To  the  extent  that  it  is  difficult  for  the  SAIF  members  to  avoid  the 
higher  assessments,  one  would  expect  a  gradual  exodus  of  capital 
from  the  thrift  industry. 

Q.2.  What  are  the  advantages  and  disadvantages  to  having  two 
separate  insurance  funds? 

A.2.  The  advantages  of  having  separate  deposit  insurance  funds 
are  primarily  associated  with  segregating  the  costs  that  are  to  be 
borne  by  SAIF  member  institutions — the  FICO  and  the  SAIF  re- 
capitalization costs — from  Bank  Insurance  Fund  (BIF)  members.  If 
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both  funds  were  fully  capitalized,  combining  them  would  likely  re- 
sult in  some  risk-pooling  benefits,  perhaps  allowing  the  fund  levels 
to  be  reduced  without  increasing  the  risk  to  the  taxpayer  of  fund 
insolvency.  However,  the  extra  costs  currently  associated  with 
SAIF  membership — $8  billion  for  the  FICO  and  $5  billion  to  recapi- 
talize the  SAIF,  in  present  value  terms — would  likely  exceed  any 
potential  cost  reduction  from  combining  the  funds.  While  the  pre- 
miums paid  by  former  SAIF  members  could  be  structured  to  pass 
these  costs  through  to  thrifts,  there  would  be  enormous  pressure  to 
equalize  the  premiums  and  pass  some  of  these  costs  on  to  former 
BIF  members. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  MURRAY 
FROM  ANDREW  C.  HOVE,  JR. 

Q.l.  I  would  like  Mr.  Hove,  and  all  of  the  panel,  to  address  the 
question  I  pose  here,  and  I  would  like  it  to  be  addressed  directly: 
Is  the  country  being  well  served  by  the  Senate's  confirmation  proc- 
ess? Is  the  FDIC — and  by  proxy,  all  American  depositors — ^being 
well  served  by  this  body  failing  to  confirm  for  2  years  a  permanent 
head  of  the  FDIC?  What  is  the  risk  of  continuing  on  this  course? 

A-1.  Although  any  delav  in  the  appointment  and  confirmation  of  in- 
dividuals to  head  regulatory  agencies  such  as  the  FDIC  is  never  a 
positive  thing,  the  confirmation  process  plays  an  important  role.  It 
permits  Senators  to  evaluate  the  qualifications  of  nominees  and  to 
determine  their  suitability  for  public  service.  It  has  been  my  obser- 
vation that  confirmation  delays  generally  do  not  result  from  the 
confirmation  process  but  from  other  Senate  rules  and  procedures 
that  affect  all  Senate  deliberations. 

With  the  recent  confirmation  of  Ricki  R.  Tigert  to  be  Chairman 
of  the  FDIC  and  my  confirmation  as  Vice  Chairman,  the  FDIC  is 
prepared  to  move  ahead  in  addressing  the  many  important  issues 
facing  the  banking  industry  and  the  FDIC  in  the  coming  years. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  ANDREW  C.  HOVE,  JR. 

Q.l.  I  have  read  recently  that  a  national  survey  of  banks  that  sell 
mutual  funds  revealed  tnat  many  institutions  fail  to  describe  their 
fees  to  customers  or  disclose  that  such  investments  are  not  feder- 
ally insured  (from  Washington  Post,  Sept.  16,  1994).  In  fact,  one 
bank  (NationsBank)  faces  litigation  over  such  practices.  In  your 
opinion,  how  widespread  of  a  problem  is  this  for  purchasers  of  bank 
mutual  funds?  What  can  be  done  to  prevent  banks  from  exploiting 
their  federally-insured  status  to  lure  consumers  to  purchase  their 
mutual  funds? 

A.1.  The  FDIC  has  recognized  the  potential  for  customer  confusion 
relating  to  the  bank  sales  of  mutual  funds  and  has  reacted  by  issu- 
ing regulations,  guidelines  to  the  banks,  and  guidance  to  FDIC  ex- 
aminers. Each  of  these  initiatives  has  been  designed  to  provide  cus- 
tomers with  information  they  need  to  make  appropriate  investment 
decisions  and/or  to  assure  that  our  examiners  are  appropriately  fo- 
cusing their  attention  on  the  bank  sales  of  nondeposit  investment 
products  in  general,  and  mutual  funds  in  particular. 

The  FDIC  has  established  recordkeeping  and  confirmation  re- 
quirements for  bank  securities  transactions  (12  CFR  §344)  which 
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mandates  that  every  bank  effecting  a  securities  transaction  for  a 
customer  shall  furnish  to  each  customer  the  amount  of  any  remu- 
neration received  or  to  be  received  by  the  bank  from  the  customer 
and  the  source  and  amount  of  any  other  remuneration  to  be  re- 
ceived by  the  bank  in  connection  with  the  transaction.  FDIC  exam- 
iners have  found  that  disclosure  of  remuneration  has  been  incon- 
sistent among  the  banks  and  securities  firms  primarily  because  of 
securities  industry  practice  in  which  remuneration  is  disclosed  only 
in  the  mutual  fund  prospectus.  The  FDIC  is  working  with  other 
bank  regulators  and  the  SEC  to  develop  systems  for  disclosures  of 
remuneration  in  connection  with  mutual  fund  sales  which  are  con- 
sistent between  the  securities  and  banking  industries. 

On  February  15,  1994,  the  Federal  financial  institutions  regu- 
lators issued  guidelines  for  the  sale  of  nondeposit  investment  prod- 
ucts. These  guidelines  specify  that  disclosures  should  be  given  in 
connection  with  the  sale  of  nondeposit  investment  products  stating 
that  these  products  are  not  insured  bv  the  FDIC,  are  not  a  deposit 
or  other  obligation  of,  or  guaranteed  by,  the  depository  institution, 
and  are  subject  to  investment  risks,  including  possible  loss  of  the 
principal  amount  invested.  Additionally,  the  depository  institution 
should  disclose  the  existence  of  an  advisory  or  other  material  rela- 
tionship between  the  institution  or  an  affiliate  of  the  institution 
and  an  investment  company  whose  shares  are  sold  by  the  institu- 
tion. 

FDIC  examiners  are  finding  a  generally  high  level  of  compliance 
with  these  disclosure  requirements.  The  FDIC  is  concerned  about 
the  inconsistency  between  our  examination  findings  and  a  contin- 
ued perception  that  bank  customers  purchasing  uninsured  products 
are  confused  about  the  nature  of  the  products  they  are  purchasing. 
The  perception  of  the  FDIC  is  that  the  reported  customer  confusion 
may  have  several  possible  explanations. 

The  Guidelines  Have  Not  Had  Enough  Time  To  Be  Effective.  The 
interagency  guidelines  and  the  industry  guidelines  issued  by  lead- 
ing bank  trade  organizations  were  both  issued  in  early  1994.  These 
initiatives  have  not  been  in  effect  long  enough  to  change  public  per- 
ceptions that  may  have  previously  existed.  Financial  institution 
regulators  are  vigorously  enforcing  the  guidelines  and  the  industry 
is  working  hard  to  educate  its  customers  but,  due  to  long-estab- 
lished perceptions  linking  banking  products  with  Government  in- 
surance, the  process  v  ill  not  bring  immediate  full  compliance. 

The  Industry  May  3e  In  Technical  Compliance,  But  Nuances  In 
Sales  Presentations  Are  Confusing  Customers.  Bank  customers 
have  become  accustomed  to  certain  terminology  which  has  meaning 
to  the  customer  in  a  bank  environment.  When  the  same  terminol- 
ogy is  used  in  an  investment  environment,  customers  may  be  tak- 
ing their  understanding  of  terminology  from  the  bank  environment 
into  their  investment  decision  process.  For  instance,  banks  have 
used  the  term  "money  market  account"  to  describe  an  insured  ac- 
count whose  rate  varies  with  certain  market  vagaries.  When  an  in- 
vestment counselor  talks  about  a  money  market  mutual  fund  and 
discusses  with  the  customer  the  opening  of  an  account,  we  have 
seen  evidence  that  the  bank  customer  may  have  difficulty  differen- 
tiating between  the  two  types  of  accounts.  Another  example  we 
have  seen  in  advertising  is  the  use  of  the  term  "deposit."  The  term 
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"deposit"  to  a  bank  customer  carries  the  meaning  of  an  insured  ac- 
count but  in  other  financial  services  may  mean  nothing  more  than 
putting  money  into  an  account.  Finally,  we  have  seen  confusion 
over  the  terms  "insured"  or  "guaranteed."  Bank  customers  are  ac- 
customed to  these  terms  being  used  in  connection  with  FDIC  insur- 
ance which  insures  or  guarantees  depositors  up  to  $100,000  for  loss 
of  principal  and  accrued  interest.  The  term  "insured"  used  in  con- 
nection with  SIPC  coverage  has  an  entirely  different  meaning.  U.S. 
Treasury  bond  funds  are  guaranteed  by  the  Government  insofar  as 
principal  but,  prior  to  maturity  of  the  underlying  bonds,  the  invest- 
ment is  subject  to  market  risk.  The  term  "guaranteed"  also  used 
commonly  by  other  types  of  financial  services  firms  usually  means 
nothing  more  than  the  company  offering  the  product  is  responsible 
for  promises  made  concerning  the  investment. 

Deposit  Insurance  Has  Provided  a  Level  of  Confidence  Beyond  Its 
Scope  of  Coverage.  FDIC  coverage  has  a  basic  function  of  address- 
ing customer  confidence  in  the  banking  system.  The  program  has 
been  successful  to  the  point  that  customers  of  a  "Member  FDIC"  in- 
stitution have  come  to  accept  that  their  money  is  safe  in  that  insti- 
tution. As  banks  have  become  involved  in  selling  products  that  do 
not  have  FDIC  coverage,  they  are  faced  with  a  clientele  that  may 
not  be  ready  to  accept  that  all  products  offered  in  the  banking  envi- 
ronment are  not  covered  by  FDIC  insurance.  For  the  FDIC  and  the 
banking  industry,  this  is  an  important  issue.  On  the  one  hand, 
both  the  industry  and  its  regulators  want  to  continue  the  con- 
fidence the  public  has  in  the  banking  system  but,  on  the  other 
hand,  the  industry  needs  to  expand  its  product  offerings  to  a  full 
array  of  financial  instruments  to  remain  competitive  in  the  finan- 
cial marketplace.  These  instruments  carry  risks  to  which  bank  cus- 
tomers are  unaccustomed  in  making  their  investment  decisions  in 
the  bank. 

Answering  the  continued  perception  of  customer  confusion  re- 
quires a  thorough  understanding  of  the  problem.  Therefore,  we  are 
in  the  final  stages  of  developing  a  shopping  study  in  which  we  plan 
to  undertake  the  most  comprehensive  analysis  of  the  bank  sales 
practices  that  has  yet  been  attempted.  Through  this  study,  we  hope 
to  find  the  sources  of  confusion  in  order  that  we  can  isolate  the  ac- 
tions that  need  to  be  taken.  These  actions  may  range  from  new 
educational  initiatives,  increased  examination  diligence,  and  new 
regulations,  to  recommendations  for  legislation. 

The  FDIC  is  committed  to  finding  solutions  to  these  ongoing 
questions.  The  Corporation  will  continue  to  work  with  representa- 
tives of  the  banking  and  securities  industries,  the  SEC,  other  fi- 
nancial institution  regulators,  and  legislators  to  overcome  customer 
confusion  while  allowing  the  banking  industry  to  explore  a  broader 
range  of  financial  offerings. 

Q.2.  On  May  12,  1994,  the  OCC  and  the  FDIC  approved  the  offer- 
ing of  a  "Retirement  CD"  by  Blackfeet  National  Bank  in  Montana. 
The  Banking  Committee,  in  a  letter  dated  June  15,  1994,  expressed 
its  concern  about  various  problems  this  product  might  create.  What 
steps  have  the  FDIC  and  the  OCC  taken  to  examine  the  problems 
addressed  in  our  June  letter? 
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A.2.  Since  the  issuance  of  the  FDIC's  May  12,  1994,  letter  concern- 
ing the  Retirement  CD  and  mv  July  8,  1994,  letter  (copy  attached) 
responding  to  the  June  20th  letter  from  Senators  Doda,  D'Amato, 
Bryan,  and  Faircloth,  the  FDIC  has  conducted  further  reviews  of 
Blackfeet's  plans  to  market  this  product.  As  the  primary  Federal 
regulator  of  Blackfeet  National  Bank,  the  OCC  has  taken  the  lead 
in  assuring  that  all  the  conditions  delineated  in  the  Comptroller's 
and  the  FDIC's  May  12th  letters  are  being  complied  with.  However, 
the  FDIC  has  carefully  reviewed  updated  drafts  of  the  bank's  mar- 
keting materials  and  has  had  further  discussions  with  the  product's 
developer  in  order  to  assure  that  the  conditions  and  limitations  set 
forth  on  pages  6-9  of  our  letter,  particularly  those  with  regard  to 
the  consumer  protection  implications  of  the  Retirement  CD,  are 
being  met.  As  is  appropriate,  the  FDIC's  comments  and  concerns 
were  communicated  to  the  OCC  for  transmission  to  the  bank. 

With  regard  to  the  other  issues  mentioned  in  the  Senators'  June 
20th  letter,  the  only  question  considered  by  the  FDIC  Legal  Divi- 
sion in  its  May  12th  letter  was  whether  tne  Retirement  CD  is  a 
"deposit"  as  that  term  is  defined  in  section  3(/)  of  the  FDI  Act  and, 
if  so,  the  extent  to  which  it  is  insured  by  the  FDIC. 

Attachment 
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FEDERAL  DEPOSIT  INSURANCE  CORPORATION.  w«n,n,ion. oc  »«» 
July  8,  1994 


Honorable  Christopher.  J.  Dodd 
Committee  on  Banking,  Housing 

and  Urban  Affairs 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Senator  Dodd: 

Thank  you  for  your  letter  concerning  the  Retirement  CD, 
a  product  developed  by  American  Deposit  Corporation  which  is 
being  offered  by  Blackfeet  National  Bank,  Browning,  Montana. 
Your  letter  expresses  reservations  regarding  the  Federal 
Depcit  Insurance  Corporation's  petition,  as  expressed  in  our 
Legal  Division's  May  12,  1994  advisory  opinion.   We  appreciate 
the  opportunity  to  address  your  concerns.   Similar  letters  will 
be  sent  to  Senators  D'Amato,  Bryan  and  Faircloth. 

Your  primary  concern  is  the  "consumer  protection  implica- 
tions of  the  Retirement  CD."   The  FDIC  shares  your  concern  that 
potential  customers  not  be  misled  with  regard  to  the  workings 
of  and  the  federal  deposit  insurance  coverage  afforded  to  the 
Retirement  CD.   That  is  precisely  why  the  advisory  opinion 
discusses  these  issues  in  such  detail.   The  advisory  opinion 
expressly  states  that  the  "FDIC  therefore  strongly  believes 
that  all  promotional  materials,  advertisements,  agreements  and 
other  customer  materials  concerning  the  Retirement  CD  should 
clearly  and  conspicuously  state  that  the  lifetime  monthly 
annuity  payments  are  not  guaranteed  by  the  FDIC."   The  opinion 
then  goes  on  to  discuss,  in  great  ietail,  the  Legal  Division's 
concerns  regarding  the  customer  promotional  materials  which  it 
reviewed,  including  explicit  suggestions  to  revise  certain 
portions  of  the  text  which  were  found  to  be  inaccurate  and 
possibly  misleading.   The  advisory  opinion  also  states  that  the 
offering  bank  should  follow  the  applicable  provisions  of  the 
"Interagency  Statement  on  Retail  Sales  of  Nondeposit  Investment 
Products . " 

Your  letter  questions  whether  (i)  state  insurance  laws  and 
regulations  apply  to  the  Retirement  CD  and  (ii)  a  national  bank 
may  offer  this  type  of  product.   Our  advisory  opinion  makes  it 
quite  clear  that  since  the  FDIC  was  addressing  these  questions 
as  insurer,  not  as  the  primary  federal  regulator  of  Blackfeet 
National  Bank,  the  only  questions  considered  by  the  Legal 
Division  were  whether  the  Retirement  CD  is  a  "deposit"  as  that 
term  is  defined  in  section  3(1)  of  the  FDI  Act  and,  if  so,  the 
extent  to  which  it  is  insured  by  the  FDIC.   Thus,  the  FDIC  did 


224 

not  consider  and  has  taken  no  position  on  these  other  issues. 
Your  letter  also  asserts  that  the  FDIC  has  "sanctioned"  and 
"reacted  favorably"  to  the  Retirement  CD.   While  the  FDIC  has 
determined  that  the  Retirement  CD  is  a  "deposit"  as  that  term 
is  defined. in  the  FDI  Act  and,  therefore,  is  entitled  to  a 
certain  level  of  deposit  insurance  coverage,  the  advisory 
opinion  explicitly  provides  that  it  "should  in  no  way  be  repre- 
sented or  construed  as  an  endorsement  or  approval  by  the  FDIC 
of  this  product." 

You  suggest  in  your  letter  that  the  regulators  seem 
uncertain  about  how  the  Retirement  CD  works  since  the  FDIC's 
and  OCC's  descriptions  of  the  choice  of  payout  options  differ 
slightly.   While  our  advisory  opinion  does  state  that  the 
customer  chooses  his/her  payout  option  when  the  account  is 
opened,  it  goes  on  to  explain  that  this  election  may  be  changed 
at  any  time  up  until  thirty  days  prior  to  the  maturity  date. 
Thus,  the  FDIC  and  OCC  share  a  common  understanding  of  the 
product's  parameters. 

Section  11(a) (1) (A)  of  the  FDI  Act  requires  the  FDIC  to 
insure  the  deposits  of  all  insured  depository  institutions. 
Since  our  staff  determined  that  the  Retirement  CD  qualifies  as 
a  deposit  --to  the  extent  described  in  the  advisory  opinion  -- 
we  are  required  by  law  to  insure  it.   In  making  its  determina- 
tion, the  Legal  Division  considered  all  applicable  statutory 
factors.   The  FDI  Act  does  not  require,  or  even  permit,  the 
FDIC  to  consider  the  "ramifications  for  the ...  insurance 
industry. " 

If  you  have  any  further  questions  or  need  any  additional 
information,  please  let  us  know. 


Sincerely, 


1 


Andrew  C.  Hove,  Jr, 
Acting  Chairman 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  JONATHAN  L.  FIECHTER 

Q.l.  The  committee  created  by  the  Federal  banking  agencies  to  re- 
solve technical  differences  among  the  Federal  banking  agencies,  the 
Federal  Financial  Institutions  Examination  Council,  appears  to 
persons  outside  the  agencies  as  a  mechanism  for  prolonging,  rather 
than  resolving,  differences.  Why  does  this  process  seem  to  take  so 
long? 

A.1.  Any  significant  regulatory  initiatives  that  involve  interagency 
coordination  often  take  many  months  to  resolve.  Because  of  the 
perception  that  many  issues  addressed  by  the  FFIEC  frequently 
take  an  inordinate  amount  of  time,  higher  priority  issues  requiring 
interagency  coordination  tend  to  be  addressed  outside  of  the 
FFIEC.  The  result  may  be  a  staff  presumption  that  issues  ad- 
dressed by  the  FFIEC  are  of  a  lower  priority  and  less  urgent. 

The  typical  FFIEC  process  is  for  issues  to  be  addressed  by  one 
of  the  standing  task  forces  created  by  the  FFIEC  (currently  there 
are  five  such  task  forces — Consumer  Compliance,  Examiner  Edu- 
cation, Reports,  Supervision,  and  Surveillance  Systems).  Each  of 
these  task  forces  has  a  representative  from  each  member  agency. 
These  task  forces,  in  turn,  often  create  working  groups  of  staff  from 
the  agencies  to  provide  detailed  research  and  analysis  of  the  issues. 

These  committees  work  in  a  consensus-building  mode — a  process 
that  frequently  takes  months,  sometimes  even  years,  and  often  con- 
sumes significant  staff  resources.  Once  a  task  force  develops  an 
interagency  position  on  an  issue,  the  item  is  presented  to  the 
FFIEC  whose  members  are  the  principals  of  the  agencies.  The  prin- 
cipals meet  infrequently,  which  also  adds  to  the  length  of  time  re- 
quired to  reach  a  decision. 

Q.2.  How  convinced  are  you  that  bank  customers  really  know  when 
they  are  buying  uninsured  products  (mutual  funds  and  annuities) 
at  banks  and  what,  if  anything,  do  you  believe  should  be  done  to 
better  inform  customers? 

A,2.  As  I  testified  earlier  this  year  on  March  8,  1994,^  I  am  con- 
cerned that  individuals  purchasing  mutual  funds  and  other  unin- 
sured products  frequently  do  not  appear  very  well  informed.  Nu- 
merous surveys  of  the  American  public  reveal  that  a  vast  majority 
are  confused  about  financial  instruments  and  the  risks  they  con- 
tain, whether  it  is  a  bank  or  a  securities  dealer  selling  the  product. 
In  fact,  according  to  recent  press  stories,  some  treasurers  and  chief 
financial  officers  of  major  corporations  are  now  asserting  that  the 
new  financial  products  are  too  complicated  even  for  them  to  under- 
stand. 

I  am  particularly  anxious  that  thrift  customers  be  given  the  op- 
portunity to  understand  the  risks  involved  when  purchasing  unin- 
sured products  in  thrift  institutions.  This  is  because  consumers 
tend  to  think  of  thrifts  and  banks  as  being  safe  havens  for  their 
money.  The  FDIC  seal  on  the  door  may  lead  consumers  to  believe 
that  financial  products  obtained  from  a  thrift  or  bank  are  insured 


^Testimony  before  the  House  Committee  on  Banking,  Finance  and  Urban  AfTairs  Subcommit- 
tee on  Financial  Institutions  Supervision,  Regulation  and  Deposit  Insurance  on  Bank  Sales  of 
Mutual  Funds. 
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by  the  Federal  Government  even  when  the  product  issued  by  the 
thrift  or  bank  is  clearly  marked  as  uninsured. 

The  OTS  has  worked  diligently  over  the  past  several  years  to  re- 
duce customer  confusion  and  to  increase  the  awareness  that  some 
of  the  financial  products  sold  by  savings  associations  are  not  Grov- 
ernment-insured,  are  not  issued  or  guaranteed  by  the  financial  in- 
stitution, and  have  investment  risks.  The  OTS  has  developed  a  pro- 
gram  built  upon  statutes,  regulations,  and  policies.  Summ.arized 
below  are  the  key  measures  OTS  has  in  place  to  address  customer 
confusion  and  related  issues: 

•  All  retail  sales  of  nondeposit  investment  products  sold  in  thrift 
offices  are  subject  to  the  "Interagency  Statement  on  Retail  Sales 
of  Nondeposit  Investment  Products"  dated  February  15,  1994. 
(Issued  by  OTS  as  Thrift  Bulletin  (TB)  23-2.) 

•  Unlike  banks,  thrifts  and  brokers  on  thrift  premises  must  comply 
with  the  Securities  and  Exchange  Commission  (SEC)  and  the  Na- 
tional Association  of  Securities  Dealers  (NASD)  regulations  and 
policies.  Among  other  requirements,  these  require  that  only 
NASD  registered  representatives  sell  securities  and  mutual 
funds  in  the  offices  of  thrift  institutions. 

•  OTS  Service  Corporation  Regulations,  12  CFR  545.74(c)(4),  gov- 
ern the  securities  brokerage  services  offered  by  thrifts  through 
service  corporations.  The  majority  of  thrifts  have  established 
their  securities  brokerage  activities  in  this  manner. 

•  Revised  examination  guidance  issued  in  April  1994  to  OTS  exam- 
iners provides  procedures  for  reviewing  nondeposit  investment 
product  operations.  We  have  completed  limited  scope  examina- 
tions in  this  area  at  some  institutions,  and  are  including  a  re- 
view in  our  regular  full  scope  examinations  for  the  remainder.  To 
date,  these  examinations  have  not  turned  up  significant  prob- 
lems. However,  where  these  examinations  have  identified  areas 
of  concern,  those  concerns  along  with  the  necessary  corrective  ac- 
tion have  been  communicated  to  the  thrift's  board  of  directors 
through  the  report  of  examination. 

•  In  February  1994,  OTS  enhanced  its  Consumer  Complaint  Track- 
ing System.  The  enhancement  allows  OTS  to  identify  complaints 
filed  involving  uninsured  instruments  and  aids  OTS  regional  of- 
fices in  identifying  problem  areas  and  patterns  of  abuse.  De- 
tected complaint  information  is  then  integrated  into  the  exam- 
ination process.  During  the  past  year  consumer  complaints  in 
this  area  rose.  OTS  has  received  64  such  complaints  so  far  in 
1994,  compared  to  two  in  1993.  The  rise  is  attributed  to  numer- 
ous factors  including  the  increase  in  mutual  funds  being  sold 
through  thrifts  coupled  with  the  downturn  in  the  performance  of 
many  mutual  funds.  Each  OTS  regional  office  has  a  consumer 
complaint  staff  that  investigates  each  complaint  received. 

I  am  hopeful  that  increased  media  attention  and  consumer 
awareness  will  result  in  a  better  understanding  of  the  special  char- 
acteristics of  mutual  funds  and  other  uninsured  products.  Further, 
I  support  the  current  initiative  of  the  SEC  to  reduce  investor  confu- 
sion by  exploring  ways  to  make  mutual  fund  prospectus  disclosures 
more  understandable  to  individual  investors. 
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The  OTS  remains  committed  to  an  effective  program  of  regula- 
tion, supervision,  and  examinations  in  the  area  of  retail  sales  of 
nondeposit  investment  products.  In  addition,  we  will  continue  to 
work  cooperatively  with  the  other  Federal  banking  agencies  on  an 
interagency  working  group  and  with  the  SEC  and  the  NASD  to  ad- 
dress these  issues.  Through  these  efforts,  I  believe  that  we  will  con- 
tinue to  reduce  customer  confusion  related  to  the  sales  of 
nondeposit  investment  products  on  the  premises  of  insured  thrifts. 

Q.3.  In  the  past,  I  believe  you  have  spoken  about  the  fact  that  fed- 
erally-insured depository  institutions  are  required  to  comply  with 
CRA  requirements  while  other  nonregulated  financial  institutions 
have  no  such  requirements.  What  additional  responsibilities  or  re- 
quirements, if  any,  do  you  believe  should  be  placed  on  the  competi- 
tors of  federally-insured  depository  institutions? 

A.3.  In  a  speech  I  made  before  the  Michigan  League  of  Financial 
Institutions  on  July  19,  1994  (enclosed),  I  noted  that  the  Commu- 
nity Reinvestment  Act  (CRA),  when  enacted  in  1977,  covered  insti- 
tutions that  were  responsible  for  four-fifths  of  the  residential  mort- 
gage lending  in  this  country.  Today,  however,  more  than  half  of  the 
residential  mortgages  are  originated  by  lenders  not  subject  to  CRA. 
Acknowledging  this  change  in  the  mortgage  marketplace,  I  stated 
that  it  is  time  to  engage  the  power  and  creativity  of  all  lenders,  in- 
cluding mortgage  banks  and  credit  unions,  in  the  national  effort  to 
revitalize  and  develop  low-  and  moderate-income  communities. 

Credit  unions  and  other  nondepository  financial  institutions  are 
exempt  from  CRA.  To  the  extent  that  these  institutions  benefit  di- 
rectly or  indirectly  from  Grovernment  support  programs,  such  as  the 
Government-sponsored  secondary  market,  I  asked  in  the  speech 
whether  such  institutions  should  not  also  be  required  to  dem- 
onstrate their  commitment  to  meeting  the  legitimate  credit  needs 
of  their  local  communities  on  a  nondiscriminatory  basis.  The  speech 
outlined  a  broad,  conceptual  plan  developed  by  OTS  staff  for  ex- 
tending basic  community  investment  obligations  to  entities  that 
wish  to  voluntarily  sell  loans  to  Government-Sponsored  Entities, 
mainly  the  Federal  Home  Loan  Mortgage  Corporation  (FHLMC) 
and  the  Federal  National  Mortgage  Association  (FNMA). 

Our  proposed  concept  is  modeled  after  the  Community  Support 
Program  administered  by  the  Federal  Housing  Finance  Board  and 
would  work  in  much  the  same  way.  All  financial  institutions  wish- 
ing to  take  advantage  of  either  the  FHLMC  or  the  FNMA  mortgage 
programs  would  have  to  satisfy  some  basic  community  reinvest- 
ment guidelines.  For  those  sellers  currently  subject  to  CRA,  these 
guidelines  would  be  met  by  maintaining  a  satisfactory  level  of  per- 
formance under  the  CRA. 

Those  sellers  currently  not  subject  to  CRA  would  have  to:  (1) 
identify  the  primary  communities  they  serve;  (2)  explain  specific 
lending  programs  and  outreach  efforts  designed  to  benefit  these 
communities;  (3)  conduct  geographic  analyses  of  their  lending  pat- 
terns and  explain  any  disparities;  and,  (4)  show  that  they  have  en- 
gaged the  public  in  developing  their  community  investment  pro- 
gram. 

Sellers  wishing  to  do  business  with  the  FHLMC  and  the  FNMA 
would  be  required  to  conduct  self-assessments  of  their  performance 
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under  these  guidelines  on  a  biennial  basis  and  submit  them  for  re- 
view. If  a  seller  does  not  satisfy  the  guidelines  and  fails  to  prompt- 
ly correct  such  deficiency,  it  would  not  be  permitted  to  sell  loans 
to  the  FHLMC  or  the  FNMA,  until  it  had  taken  demonstrable,  af- 
firmative steps  to  address  these  deficiencies. 

Q,4.  The  recent  Community  Development  Banking  bill  contains  im- 
portant provisions  granting  the  OTS  and  the  OCC  greater  inde- 
pendence. Will  you  commit  to  Congress  to  use  your  independence? 
A.4.  Yes.  Section  331  of  the  CDRI  Act  requires  a  significant  change 
in  the  procedures  that  the  Treasury  Department  has  previously 
used  to  review,  edit,  and  clear  OTS  regulations.  We  recognize  that, 
going  forward,  ultimate  accountability  for  the  content  and  timeli- 
ness of  OTS  proposed  and  final  regulations  rests  with  the  Director 
of  OTS. 

Q.5A.  We  have  now  had  reports  of  some  14  mutual  funds  whose 
managers,  many  of  them  banks,  felt  compelled  to  cover  losses  asso- 
ciated with  derivatives.  The  derivatives,  often  in  the  form  of  struc- 
tural debt  securities,  appear  to  have  been  seriously  misused.  Are 
you  getting  as  much  information  about  bank  and  thrift  holdings  of 
structured  debt,  which  has  embedded  derivatives,  as  you  are  about 
stand-alone  derivatives? 

A.5JV.  Currently,  OTS  requires  savings  associations  to  report  very 
detailed  information  on  their  off-balance  sheet  derivatives.  This  in- 
formation is  used  by  OTS  to  determine  the  impact  of  hypothetical 
changes  in  interest  rates  on  the  market  value  of  the  derivative  con- 
tract and  on  the  market  value  of  the  association's  aggregate  port- 
folio of  on-  and  off-balance  sheet  assets  and  liabilities. 

Structured  notes  are  currently  reported  to  OTS  as  either  Govern- 
ment securities  or  as  privately  issued  securities.  As  a  result,  we  ob- 
tain less  information  on  structured  notes  than  is  desirable.  Begin- 
ning in  March  1995,  however,  structured  notes  will  be  separately 
reported  and  priced  under  several  hypothetical  interest  rate  sce- 
narios by  all  savings  associations  that  own  such  securities. 

Q.5£.  If  bank  holding  companies  consistently  bail  out  proprietary 
mutual  funds  with  problems,  does  that  make  future  customers  in- 
creasingly come  to  view  these  funds  as  bank-guaranteed? 
A.53.  I  do  not  believe  so.  It  is  not  uncommon  for  nonbank  spon- 
sors and  underwriters  to  absorb  certain  expenses  associated  with 
mutual  funds.  To  the  extent  that  sponsors  and  underwriters  view 
absorption  of  losses  in  mutual  funds  as  a  business  necessity  how- 
ever, it  introduces  a  new  element  of  risk  to  an  institution's  capital. 
The  OTS  has  not  experienced  this  as  a  pervasive  practice  in  the 
thrift  industry.  Relatively  few  savings  and  loan  holding  companies 
underwrite  proprietary  mutual  funds,  and  we  are  not  aware  of  any 
thrifts  that  have  haa  to  bail  out  their  proprietary  mutual  fund. 
OTS  certainly  would  not  encourage  such  a  practice  and  would  ob- 
ject if  the  amounts  spent  for  any  purposes  adversely  affected  the 
safety  and  soundness  of  the  thrift's  operation. 
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REMARKS  BY  JONATHAN  L.  FIECHTER 

Acting  Director,  Office  of  Thrift  Supervision 

Before  the 
Michigan  League  of  Savings  Institutions 

July  19,  1994 

I  appreciate  the  invitation  to  speak  at  your  conference.  Since  I  spoke  at  this  meet- 
ing 3  years  ago,  several  significant  issues  have  risen  to  the  forefront  of  thrift  regula- 
tion. These  include  the  rapid  recapitalization  of  the  BIF  (and  the  implications  for 
BIF  and  SAIF  premiums  going  forward),  issues  surrounding  mutual-to-stock  conver- 
sions, the  ongoing  effort  to  revise  our  Community  Reinvestment  Act  regulations, 
and  heightened  concern  over  fair  lending  enforcement. 

In  my  remarks  today,  I  will  be  addressing  the  Community  Reinvestment  Act — 
a  topic  that  is  receiving  significant  attention  in  Washington.  First,  I  will  review  re- 
cent preliminary  thrift  HMDA  results.  Second,  I  will  review  our  current  effort  to  re- 
form the  CRA  regulations.  Finally,  I  will  outline  a  new  idea  about  helping  to  meet 
community  credit  needs. 

The  vital  role  that  credit  plays  in  our  economy  cannot  be  underestimated.  Credit 
is  an  engine  for  economic  growth  and  revitalization.  Businesses  need  credit  to  ex- 
pand, consumers  need  credit  to  obtain  goods  and  services,  families  need  credit  to 
purchase  housing,  and  conununities  need  credit  to  fund  the  development  and  main- 
tenance of  their  infrastructure. 

As  a  result,  over  the  years.  Congress  has  devoted  considerable  legislative  time  to 
the  provision  of  credit  to  various  sectors.  Many  of  our  current  laws  have  as  their 
objective  ensuring  access  to  credit.  One  of  my  first  assignments  in  the  early  1970's, 
when  I  was  a  financial  economist  in  the  Treasury  Department,  was  to  catalog  the 
numerous  Federal  credit  programs  affecting  virtually  every  sector  of  the  economy. 

Both  the  fair  lending  laws  and  the  Community  Reinvestment  Act  have  an  under- 
lying economic  purpose,  as  well  as  the  more  commonly  understood  social  purpose. 
Government  programs,  such  as  the  FHA  and  VA  insurance  programs,  GNMA,  and 
the  Government-Sponsored  Enterprises,  such  as  FNMA  and  FHLMC,  were  created 
to  increase  the  How  of  credit  to  the  housing  sector,  particularly  afTordable  housing. 
But  these  Government  programs  alone  are  not  enough.  Private-sector  lenders,  in 
conjunction  with  State  and  Federal  housing  programs,  are  the  linchpins  in  this  proc- 
ess. Thrifts  are  an  important  component. 

Review  of  Recent  HMDA  Data 

The  1992  data  and  the  preliminary  1993  HMDA  data  for  thrifts  show  a  pattern 
of  increased  lending  to  the  target  populations.  For  example,  the  number  of  conven- 
tional home  mortgage  loans,  exclusive  of  refinancings,  made  by  thrifts  to  low-  and 
moderate-income  borrowers  increased  last  year  by  over  18  percent  from  1992.  This 
occurred  despite  a  reduction  in  the  overall  conventional  lending  market  share  of 
thrifts  of  about  6  percent.  When  refinancings  are  thrown  into  the  mix,  the  number 
of  conventional  home  mortgage  loans  made  by  thrifts  to  low-  and  moderate-income 
families  increased  by  20  percent  from  1992's  figures.  Overall,  the  thrift  market 
share  for  all  conventional  mortgage  lending  is  21  percent,  but  24  percent  for  loans 
made  to  low-  and  moderate-income  families.  This  tells  me  that  even  though  the 
thrift  market  share  has  declined  somewhat,  the  commitment  to  this  low-  and  mod- 
erate-income segment  of  the  market  has  not.  The  statistical  data  is  generally  con- 
sistent with  the  premise  that  thrifts  are  working  effectively  toward  meeting  their 
CRA  obligations. 

Current  Status  of  the  CRA  Reform  Effort 

The  Challenge 

Notwithstanding  this  positive  trend,  we  are  exploring  options  to  improve  the  regu- 
latory framework.  As  you  know,  OTS  and  the  other  three  banking  agencies  have 
been  working  together  to  reform  the  CRA  regulations  since  last  July  when  President 
Clinton  asked  that  we  improve  our  implementation  of  the  CRA.  Our  primary  goal 
is  to  develop  a  regulation  that  makes  CRA  more  performance-oriented  and  that  fo- 
cuses our  CRA  evaluations  on  precisely  how  well  institutions  are  serving  the  credit 
needs  of  their  communities. 

This  is  not  an  easy  task  as  the  thousands  of  comment  letters  we  have  received 
point  out  in  great  detail.  In  that  regard,  I  want  to  thank  those  thrift  management, 
including  many  in  this  room,  for  providing  thoughtful  and  comprehensive  comments 
on  the  CRA  proposal. 
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Our  challenge  now  is  to  develop  a  framework  that  recognizes  that  neither  institu- 
tions nor  communities  are  homogeneous.  Each  bank  or  thrift,  may  serve  its  commu- 
nity in  difTerent  ways  depending  on  the  unique  needs  and  characteristics  of  the  com- 
munity. One  of  the  lessons  we  learned  in  our  public  CRA  hearings  last  fall  was  that 
the  needs  of  individuals  in  towns  such  as  Indian  Wells,  Arizona,  are  quite  different 
from  those  of  Hendersonville,  North  Carolina,  or  South  Central  Los  Angeles.  A  "one 
size  fits  air  approach  will  not  work  for  CRA. 

If  all  institutions  currently  subject  to  the  CRA  were  exactly  the  same,  served  the 
same  types  of  communities,  and  had  the  same  business  orientation,  we  would  have 
been  finished  with  this  effort  months  ago.  But  you  are  not  all  the  same  nor  would 
we  want  you  all  to  be  the  same.  Each  of  your  institutions  may  have  approached  its 
CRA  obligation  in  a  unique  way,  consistent  with  its  product  mix,  its  clientele,  and 
the  region  it  serves.  We  would  like  to  preserve  that  flexibility,  but  add  consistency 
to  the  evaluation  system.  We  also  would  like  to  facilitate  creativity  and  innovation 
while  at  the  same  time  not  weakening  our  goal  of  more  objective  standards. 

Guiding  Principles 

At  this  point,  I  cannot  tell  you  what  the  final  regulation  will  look  like.  Nor  can 
I  tell  you  exactly  what  is  going  to  be  expected  of  you  or  how  we  are  going  to  keep 
score.  Despite  a  significant  effort  on  the  part  of  the  four  agencies'  principals  and 
our  staff  to  finish  revisions  to  last  year's  proposal,  we  have  had  to  wrestle  with  a 
number  of  very  valid  concerns  raised  with  the  December  proposal.  We  are  still  work- 
ing on  revisions. 

I  can  tell  you  that  in  working  on  this  effort,  I  am  personally  guided  by  four  prin- 
ciples I  believe  must  be  followed  if  the  final  product  is  to  be  useful: 

•  One,  the  final  rule  must  be  simple  and  clear.  In  retrospect,  I  believe  our  proposal 
was  too  long  and  too  complicated.  In  our  effort  to  address  myriad  conflicting  objec- 
tives, I  thiiut  some  of  our  message  got  lost.  Clarity  in  presentation  of  the  regula- 
tion takes  the  guesswork  out  of  it  and  provides  the  industry,  our  examiners,  and 
the  public  with  an  understood  set  of  ground  rules.  The  objectives  of  the  rule  and 
the  responsibilities  of  banks  and  thrills  need  to  be  set  forth  in  a  straightforward 
and  unambiguous  fashion. 

•  T\vo,  the  revised  rule  should  evaluate  performance  with  objective  data.  At  the 
same  time,  it  must  allow  for  subjective  adjustments  based  on  differences  in  finan- 
cial institutions  and  the  communities  they  serve.  CRA  will  not  work  with  a  "cook- 
ie-cutter" approach.  The  difficulty  of  applying  this  principle,  however,  lies  in 
achieving  the  right  mix  of  objectivity  and  subjectivity.  If  we  try  to  write  a  rule 
that  explicitly  accommodates  each  exception,  the  rule  may  become  entirely  too 
complex.  Optimally,  we  will  develop  a  rule  that  provides  our  examiners  with  the 
flexibility  to  reward  creative  and  unique  activities  but  does  not  attempt  to  antici- 
pate and  address  each  such  activity. 

•  Three,  the  revised  rule  must  improve  the  ability  of  the  industry  and  the  public 
to  evaluate  CRA  performance  on  their  own.  There  should  be  few  surprises  as  a 
consequence  of  compliance  exams.  The  existing  regulation  may  err  on  the  side  of 
being  overly  subjective.  This  has  created  the  perception  of  inconsistent  evalua- 
tions of  similarly-situated  institutions,  and  wide  diuerences  in  perception  among 
institutions  and  community  groups  about  performance. 

•  Four,  we  must  ensure  that  the  revised  rule  actually  works  in  practice.  We  are  all 
aware  that  in  the  process  of  implementing  any  regulation,  unforeseen  cir- 
cumstances may  arise.  The  new  CRA  rule  is  no  exception.  Prior  to  promulgating 
any  final  rule,  I  believe  that  we  need  to  field  test  it  to  ensure  that  all  significant 
issues  are  identified  and  addressed. 

Expected  Results 

I  am  hopeful  that  when  we  are  finished  with  this  effort,  we  will  have  a  CRA  sys- 
tem that  is  substantially  better  than  what  we  have  today.  It  is  too  important  not 
to  try.  An  effective  CRA  process  would  reward  institutions  that  have  developed  suc- 
cessml  lines  of  business  responsive  to  the  needs  of  low-  and  moderate-income  neigh- 
borhoods. A  fundamental  focus  of  this  industry  has  always  been  to  find  safe,  sound, 
and  profitable  ways  to  serve  your  communities.  The  goal  of  the  regulatory  agencies 
must  be  to  develop  a  CRA  process  that  is  compatible  with  and  encourages  and  sup- 
ports your  efforts  to  do  just  that. 

Despite  all  the  criticisms,  CRA  has  encouraged  institutions  to  explore  market  op- 
portunities they  may  otherwise  have  missed.  Your  obligation  to  your  communities 
is  more  than  just  a  price  you  have  to  pay  as  a  condition  of  receiving  deposit  insur- 
ance. 
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CRA  has  encouraged  institutions  to  develop  successful  business  opportunities 
within  all  segments  of  their  communities.  Not  only  has  this  benefited  individual  in- 
stitutions, but  it  has  also  benefited  the  communities  at  large. 

There  are  institutions  that  have  tackled  their  CRA  obligations  as  a  business  objec- 
tive. They  develop  market  opportunities  within  all  income  strata  in  their  commu- 
nities because  it  is  good  business  to  do  so.  My  hope  is  that  collectively  we  can  de- 
velop a  rule  that  states  clearly  your  obligation  under  the  CRA  statute,  but  relies 
on  institutions  to  develop  strategies  to  meet  the  obligation.  Such  a  rule  will  have 
to  be  consistent  with  sound  banking  principles  and  recognize  the  need  for  flexibility 
in  how  an  institution  meets  its  community  needs. 

Meeting  Community  Credit  Needs 

Introduction  to  the  Proposal 

Now,  I  would  like  to  talk  about  a  new  idea  to  ensure  that  our  Nation's  community 
needs  will  be  adequately  met.  Before  I  do  so,  however,  I  want  to  stress  that  this 
is  an  OTS  idea  and  does  not  necessarily  reflect  the  views  of  the  Administration  or 
my  fellow  bank  regulators. 

We  are  all  aware  that  banks  and  thrifts  have  a  shrinking  share  of  the  mortgage 
lending  market.  Over  the  past  several  decades,  other  types  of  lenders  such  as  inde- 
pendent mortgage  banks,  credit  unions,  and  insurance  companies  have  become  sig- 
nificant and  serious  competitors  of  banks  and  thrifts  for  mortgage  applicants.  In 
1977,  when  the  CRA  was  enacted,  thrift  institutions  originated  59  percent  of  all  res- 
idential mortgages  and  banks  originated  23  percent.  Put  another  way,  when  Con- 
gress first  imposed  CRA  on  banks  and  thrifts,  Congress  covered  over  80  percent  of 
the  mortgage  market.  Today,  by  contrast,  thrifts  have  only  22  percent  of  the  market 
while  banks'  share  is  26  percent.  Over  half  of  the  residential  mortgages  are  now 
originated  by  lenders  not  subject  to  CRA.  While  some  mortgage  companies  may  be 
owned  by  banks  or  thrifts,  and  thus  indirectly  are  subject  to  their  parent  institu- 
tion's CRA  obligation,  most  are  not. 

I  believe  it  is  time  to  engage  the  power  and  creativity  of  all  lenders  in  the  na- 
tional effort  to  revitalize  and  develop  low-  and  moderate-income  communities.  A 
number  of  mortgage  lenders  are  indirect  beneficiaries  of  Federal  support  through 
their  access  to  the  Government-sponsored  secondary  mortgage  market.  I  propose 
that  henceforth,  all  private-sector  entities  that  wish  to  sell  loans  to  either  the  Fed- 
eral National  Mortgage  Association  (FNMA)  or  the  Federal  Home  Loan  Mortgage 
Corporation  (FHLMC)  be  required  to  help  meet  community  credit  needs.  The  pro- 
posal is  based  on  a  simple  premise:  That  private-sector  entities  wishing  to  make  use 
of  Federal  agencies  and  their  programs  also  have  a  responsibility  to  ensure  that 
they  are  reaching  out  to  all  segments  of  the  communities  in  which  they  operate. 

Let  me  emphasize  that  under  this  proposal,  not  all  nondepository  institutions 
would  have  a  formal  obligation  to  address  community  credit  needs — only  those  insti- 
tutions that  voluntarily  chose  to  sell  mortgages  to  FNMA  or  FHI^MC  would  need 
to  comply  with  these  eligibility  standards.  Insured  banks  and  thrifts,  by  definition, 
would  be  eligible  lenders.  Let's  explore  this  proposal  in  more  detail. 

Affordable  Housing  Goals  of  the  GSE's 

Both  FNMA  and  FHLMC  have  statutory  affordable  housing  purchase  goals  they 
must  fulfill.  The  Department  of  Housing  and  Urban  Development  sets  these  goals 
through  regulation.  Under  these  goals,  FNMA  and  FHLMC  have  obligations  in 
three  affordable  housing  areas: 

•  low-  and  moderate-income  housing; 

•  housing  in  central  cities,  rural  areas,  and  other  underserved  areas;  and 

•  housing  that  addresses  the  special  needs  of  very  low-income  families  and  of  low- 
income  families  in  low-income  areas. 

Both  FNMA  and  FHLMC  have  demonstrated  a  commitment  to  meeting  these 
goals.  They  are  actively  involved  in  developing  and  implementing  unprecedented 
programs  to  meet  these  goals.  They  are  improving  their  internal  operations  to  elimi- 
nate barriers  and  facilitate  purchases.  But  they  can  purchase  only  as  many  afford- 
able housing  loans  as  are  offered  to  them  by  direct  lenders. 

It  is  clear  that  the  community  credit  needs  of  this  country  cannot  be  met  solely 
by  banks  and  thrifts.  To  the  extent  that  the  national  policy  objectives  of  promoting 
access  to  credit  for  affordable  housing  remain  valid,  I  see  only  benefits  to  the  Nation 
from  enlisting  the  support  of  all  lenders  that  receive  assistance  from  Federal  hous- 
ing agencies. 
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Comparability  to  Federal  Housing  Finance  Board  Program 

The  Federal  Housing  Finance  Board's  Community  Support  Program  may  provide 
a  good  model  for  FNMA  and  FHLMC.  This  program  involves  the  biennial  review 
of  the  community  support  records  of  its  members.  Members  that  do  not  participate 
in  the  review  process  or  implement  action  plans  to  address  their  community  invest- 
ment goals,  are  subject  to  losing  their  access  to  long-term  advances.  A  key  compo- 
nent of  the  review  process  for  a  commercial  bank  or  thrift  member  is  the  member's 
performance  under  the  CRA  as  evaluated  by  their  Federal  regulator. 

A  FHLB  member  participates  in  the  review  program  by  compiling  a  Community 
Support  Statement.  This  involves  completing  a  one-page  form  and  attaching  its 
most  recent  public  CRA  performance  evaluation,  a  description  of  how  the  member 
assists  first-time  home  buyers,  a  summary  of  any  fair  lending  or  fair  housing  viola- 
tions resulting  in  any  final  administrative  or  judicial  rulings  in  the  past  2  years, 
and  any  additional  information  the  member  wants  to  provide.  The  Finance  Board 
also  involves  the  public  in  the  review  program  by  sending  notices  to  and  seeking 
comments  from  Federal  Home  Loan  Bank  advisory  council  members.  Government 
agencies,  nonprofit  organizations,  and  other  interested  parties. 

If  a  member  is  found  not  to  have  met  the  community  support  requirements,  it  is 
asked  to  create  and  implement  a  one-year  action  plan  to  improve  its  performance. 
Each  Federal  Home  Loan  Bank  provides  technical  suppwrt  and  guidance  for  mem- 
bers looking  for  community  outreach  and  lending  options.  The  Finance  Board  does 
not  consider  the  action  plan  to  be  a  punitive  measure.  Rather,  it  is  an  opportunity 
for  a  constructive  self-assessment  by  the  member,  which  is  likely  to  result  in  an  im- 
proved CRA  record. 

Detail  of  the  Proposal 

Using  the  Federal  Housing  Finance  Board's  pro-am  as  a  model  for  FNMA  and 
FHLMC  may  be  a  good  starting  point  for  encouraging  more  institutions  to  focus  on 
the  credit  needs  of  their  entire  communities.  I  envision  the  proposal  being  carried 
out  in  this  way: 

•  First,  FNMA  and  FHLMC  would  establish  uniform  guidelines  regarding  commu- 
nity lending  performance.  All  sellers  not  currently  subject  to  the  CRA  would  be 
required  to  meet  these  guidelines  if  they  wish  to  continue  to  sell  their  loans  to 
FNMA  or  FHLMC.  At  a  minimum,  the  guidelines  for  all  sellers  to  FNMA  and 
FHLMC  would  call  for: 

— identifying  the  primary  communities  served  by  each  seller; 

— an  explanation  of  specific  lending  programs  and  outreach  efforts  desigried  to 

benefit  these  communities,  with  an  emphasis  on   low-  and  moderate-income 

neighborhoods  within  these  communities;  and 
— a  geographic  analysis  of  lending  patterns,  with  explanations  for  any  disparities. 

Sellers  not  currently  subject  to  CRA  would  also  have  to  show  they  have  engaged 
the  public  in  developing  their  community  investment  program.  This  program 
would  require  management  to  identify  the  local  communities  served  by  their  ousi- 
nesses,  ascertain  the  credit  needs  oi  those  communities,  and  develop  responsive 
products. 

•  Second,  entities  wishing  to  do  business  with  FNMA  and  FHLMC  would  be  re- 
quired to  conduct  self-assessments  of  their  performance  under  these  guidelines  on 
a  biennial  basis  and  submit  them  to  FNMA  and  FHLMC  for  review. 

•  Third,  FNMA  and  FHIJMC  would  evaluate  these  self-assessments  and  determine 
whether  the  guidelines  have  been  met.  As  with  the  FHFB  program,  the  public 
would  be  given  an  opportunity  to  comment  on  these  self-assessments.  If  an  entity 
does  not  meet  the  guidelines,  it  would  not  be  permitted  to  sell  loans  to  FNMA 
or  FHLMC  until  it  has  taken  demonstrable,  affirmative  steps  to  fulfill  its  commu- 
nity investment  obligation. 

•  Fourth,  this  effort  would  be  administered  by  the  Government-Sponsored  Enter- 
prises. HUD,  as  the  regulator  of  the  GSE's,  could  oversee  the  process  and  ensure 
that  FNMA  and  FHI^NTC  effectively  implement  the  program. 

Benefits  of  the  Proposal 

I  believe  that  the  country  would  benefit  from  this  proposal.  While  CRA  has  its 
critics,  it  is  generally  accepted  that  it  is  responsible,  in  part,  for  motivating  deposi- 
tory institutions  to  respond  to  the  credit  needs  of  low-  and  moderate-income  neigh- 
borhoods. A  review  of  the  1992  HMDA  aggregates  by  Federal  Reserve  Board  staff 
show  that  depository  institutions  and  their  affiliates  extend  proportionally  more  con- 
ventional home  purchase  loans  to  low-income  borrowers  than  do  independent  mort- 
gage companies.  Why  is  that?  Board  staff  suggest  that  it  may  refiect  the  use  by  de- 
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pository  institutions  of  more  flexible  underwriting  criteria,  and  the  over-reliance  by 
independent  mortgage  companies  on  secondary  market  standards. 

Depository  institutions  have  learned  how  to  mitigate  many  of  the  risks  associated 
with  affordable  housing  lending  and  have  been  encouraged  to  tap  underserved  mar- 
ket niches.  There  is  no  reason  why  independent  mortgage  banks,  credit  unions,  and 
insurance  companies  cannot  do  the  same  and  be  recognized  for  it. 

The  overall  benefit  to  our  Nation  from  having  more  lenders  involved  in  affordable 
housing  cannot  be  readily  quantified.  It  is  likely,  however,  that  FNMA  and  FHLMC 
would  be  better  positioned  to  support  low-  and.  moderate-income  lending.  It  is  also 
clear  that  with  tneir  declining  market  share,  banks  and  thrifts  cannot  be  expected 
to  be  the  sole  source  of  afibrdaole  housing  loans. 

Naturally,  this  idea  raises  several  issues  that  should  be  explored.  Some  lenders 
may  argue  that  thev  could  do  more  affordable  housing  lending  if  the  secondary  mar- 
ket had  more  flexible  underwriting  criteria.  The  alleged  rigidity  in  the  secondary 
mai^et  is  being  affirmatively  addressed  by  the  GSE's.  Although  more  needs  to  be 
done,  all  lenders  can  play  a  role  by  working  with  the  GSE's  to  develop  additional 
innovative  programs  responsive  to  affordable  housing  needs. 

From  a  more  parochial  standpoint,  the  proposal  would  increase  competition  for 
low-  and  moderate-income  loans.  While  communities  would  benefit  from  the  in- 
creased comjjetition,  would  the  program  make  the  CRA  obligation  harder  to  meet 
for  banks  and  thrifts? 

Also,  can  a  local  community  concept  be  applied  to  mortgage  bankers  who  don't  ac- 
cept insured  deposits  from  the  community  but  instead  sell  the  loans  to  entities  re- 
ceiving Federal  subsidies? 

Conclusion 

Today,  I  have  presented  only  a  rough  outline  of  a  proposal  that  I  believe  has 
merit.  There  is  no  doubt  that  we  need  creative  solutions  to  our  Nation's  community 
development  problems.  I  do  not  think  it  is  sufficient  to  apply  CRA  mechanically  to 
the  entire  spectrum  of  lenders. 

At  the  banking  agency  level,  I  am  optimistic  that  we  can  develop  an  improved 
CRA  rule.  But  something  also  needs  to  be  done  that  recognizes  that  focusing  na- 
tional attention  solely  on  banks  and  thrifts  is  clearly  not  going  to  be  sufficient  to 
fully  meet  the  credit  needs  of  our  communities  for  housing,  business  development, 
and  an  improved  infrastructure.  Finally,  let  me  again  note  for  the  record  that  this 
is  an  OTS  proposal  and  does  not  necessarily  represent  the  views  of  the  Administra- 
tion. In  fact,  some  might  disagree  with  my  suggestions.  Nonetheless,  I  think  it  is 
an  idea  worth  debating.  Thank  you. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
AND  SENATOR  D'AMATO  FROM  JONATHAN  L.  FIECHTER 

Q.l.  Please  confirm  that  you  agree  that  section  331  of  the  [Riegle 
Community  Development  and  Regulatoiy  Improvement]  Act  re- 
quires the  establishment  of  a  fundamentally  new  process  for  Treas- 
ury involvement  in  OCC  and  OTS  regulations,  structured  so  that 
the  Treasury  Department  cannot  block,  delay,  or  rewrite  any  pro- 
posed or  final  regulation  the  Comptroller  or  the  Director  deter- 
mines to  issue. 

A.1.  I  agree  with  this  statement.  After  reviewing  the  language  of 
section  331  of  the  Act  and  its  legislative  history,  it  appears  that 
section  331  requires  a  significant  change  in  the  Treasury  process 
that  has  previously  been  used  to  review  and  clear  OTS  regulations. 
While  section  331  does  not  deprive  Treasury  of  the  opportunity  to 
communicate  its  views  with  respect  to  OTS  proposed  or  final  rules, 
it  does  suggest  that  Treasury  participation  in  the  future  will  con- 
centrate on  policy  issues  of  significance  and  that  the  final  decision 
with  respect  to  the  content  of  a  rule  rests  with  the  Director. 

Q.2.  Please  provide  the  Committee  with  any  memoranda  prepared 
for  your  reference  concerning  the  scope  and  impact  of  section  331 
on  your  agency. 

A.2.  The  OTS  Chief  Counsel's  Office  has  prepared  a  memorandum 
for  me  that  examines  the  parameters  of  Treasury's  role  in  the  prep- 
aration of  OTS  regulations  in  light  of  section  331.  A  copy  of  that 
memorandum  is  attached. 

Q.3.  Please  describe  the  new  procedures  that  you  have  put  in  place 
to  accomplish  the  requirements  of  section  331. 

A,3.  We  are  currently  working  with  the  Treasury  Department  to 
revise  regulation  review  procedures  and  hope  to  nave  such  proce- 
dures in  place  in  the  near  future. 

Q.4.  Please  identify  any  instances,  subsequent  to  September  23, 
1994,  of  actions  or  inactions  by  the  Treasury  Department  that  have 
blocked,  delayed,  or  prevented  the  issuance  of  any  rule  or  promul- 
gation of  any  regulation  by  the  Comptroller  of  the  Currency  or  the 
Director  of  tne  Office  of  Thrift  Supervision. 

A.4.  Since  September  23,  1994,  OTS  has  sought  Treasury  comment 
on  two  final  regulations.  In  each  case,  we  received  comment  from 
Treasury  staff  within  the  time  we  requested.  Since  September  23, 
1994,  there  have  been  no  instances  in  which  the  Treasury  Depart- 
ment has  blocked,  delayed,  or  prevented  issuance  of  any  OTS  rule. 


235 


Office  of  Thrift  Supervision 

yj      Department  of  the  Treasury 


I700C  Screet.  N.W..  W»5hing«.n.  DC.  :^"^S2  •  (202)  9C6-60C0 


October  31  ,    1994 


MEMORANDUM  FOR  JONATHAN  L.  FIECHTER 
ACTING  DIRECTOR 


THROUGH: 


FROM: 


SUBJECT: 


Carolyn  B.  Lieberman 
Acting  Chief  Counsel 

Karen  Solomon  ^         -' 
Deputy  Chief  Counsel 


Jef 
Ass 


f  Miner  ^f\\ 
istant  p4pU 


ty  Chief  Counsel 


Vicki  Hawkins-Jones 
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Role  of  Treasury  in  the  GTS  Rulemaking 
Process  After  CDRI 


INTRODUCTION  AND  SUMMARY  OF  CONCLUSIONS 


The  Riegle  Community  Development  and  Regulatory  Imorovement 
Act  of  1994  (the  "CDRI  Act")/  signed  into  law  by  the  President  on 
September  23,  1994,  contains  provisions  that  are  intended  to 
clarify  the  oversight  role  of  the  Department  of  the  Treasury 
("Treasury")  when  the  Office  of  Thrift  Supervision  ("OTS") 
promulgates  regulations.   This  memorandum  examines  the  permissible 
parameters  of  Treasury's  role  in  OTS  rulemaking  proceedings  in 
light  of  these  new  provisions. 

conclude  that  the  CDRI  Act  requires  a 
in  the  role  that  Treasury  previously  played  in 
ring  OTS  regulations.   While  the  Act  does  not 
f  the  opportunity  to  communicate  its  views 
of  OTS  rulemaking  proceedings,  the  Act  provides 
not  take  any  action  that  will  delay  or  prevent 
regulation  by  the  OTS  Director.   Moreover,  the 
y  of  the  Act  indicates  that  Treasury  comments 
gnificant  policy  issues,  rather  than  on 


1.    Pub.  L.  No.  103-325,  108  Stat.  2160  (1994).   The  Act  is 
sometimes  referred  to  as  the  "CDFI  Act"  after  Subtitle  A  of  Title 
I,  which  is  entitled  "Community  Development  Banking  and  Financial 
Institutions  Act." 


In  brief,  we 

significant  change 

reviewing  and  clea 

deprive  Treasury  o 

durina  the  course 

that  Treasury  may 

the  issuance  of  a 

legislative  histor 

should  focus  on  si 

236 


providing  detailed  critiques  of  regulatory  or  preamble  text. 
Given  these  constraints,  the  OTS  may  no  longer  submit  its 
regulations  to  Treasury  for  clearance  after  the  OTS  Director  has 
approved  them.   Treasury's  input  must  be  received  before  the 
Director's  approval  and  within  a  timeframe  consistent  with  OTS's 
planned  publication  schedule.   Finally,  Treasury  may  not  veto  a 
regulation,  or  any  part  of  a  regulation,  that  the  Director  has 
decided  to  issue.   Within  these  parameters,  Congress  has  left  it 
to  the  OTS  and  Treasury  to  work  out  the  precise  procedures  that 
will  be  used  to  obtain  Treasury  comments  on  OTS  regulations. 

II.   BACKGROUND 

A.    Framework  Established  by  FIRREA 

Section  301  of  the  Financial  Institutions  Reform,  Recovery 
and  Enforcement  Act  of  1989  ("FIRREA")^  established  the  OTS  as  "an 
office  in  the  Department  of  the  Treasury"  and  established  the 
position  of  the  Director  of  the  OTS,  "who  ,  .  .  shall  be  subject 
to  the  general  oversight  of  the  Secretary  of  the  Treasury." 
FIRREA  authorized  the  OTS  Director  to  promulgate  regulations  and 
issue  orders  necessary  to  carry  out  FIRREA  and  other  laws  within 
the  Director's  jurisdiction,   and  provided  that  the  Secretary  of 
the  Treasury  "may  not  intervene  in  any  matter  or  proceeding  before 
the  Director  unless  otherwise  provided  by  law."    The  prohibition 
against  intervention  in  "any  matter  or  proceeding"  has 
historically  been  interpreted  by  the  OTS  to  preclude  Treasury 
review  of  or  participation  in  OTS  enforcement  proceedings  and  OTS 
supervisory  decisions  regarding  specific  institutions;  but  not  to 
preclude  Treasury  participation  in  OTS  policymaking  as  part  of  its 
"general  oversight"  role. 

Since  its  inception,  the  OTS  has  used  the  regulatory 
clearance  process  established  by  Treasury.   First,  the  proposed 
language  of  a  final  or  proposed  regulation  is  cleared  within  OTS 
and  approved  by  the  OTS  Director.   The  regulation  is  then 
submitted  to  Treasury  for  review  and  clearance.   Regulations  are 
submitted  to  the  Federal  Register  for  publication  only  after 


2.  Pub.  L.  No.  101-73,  S  301,  103  Stat.  277  (1989). 

3.  Section  3(a)  and  (b)(1)  of  the  Home  Owners'  Loan  Act 
("HOLA"),  as  amended,  12  U.S.C.A.  S  1462a(a)  and  (b)(1)  (West 
Supp.  1994). 

4.  Section  3(b)(2)  of  the  HOLA,  as  amended,  12  U.S.C.A. 
$  1462a(b)(2)  (West  Supp.  1994). 

5.  Section  3(b)(3)  of  the  HOLA,  as  amended,  12  U.S.C.A. 
S  1462a(b)(3)  (West  Supp.  1994). 
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clearance  from  Treasury  has  been  secured. 

B.    Relevant  Provisions  of  the  CDRI  Act 

Section  331  of  the  CDRI  Act,  styled  "Clarification  of 
Provisions  Relating  to  Administrative  Autonomy,"  amends  several 
existing  statutes  relative  to  the  administrative  autonomy  of  four 
federal  banking  agencies,  the  Office  of  the  Comptroller  of  the 
Currency  ("OCC"),  the  OTS,  the  Federal  Deposit  Insurance 
Corporation,  and  the  Board  of  Governors  of  the  Federal  Reserve 
System.   Section  331(c)  of  the  Act  amends  section  3(b)  of  the 
HOLA'  in  two  significant  respects.   First,  section  3(b)(3)  of  the 
HOLa'  is  amended  to  specifically  include  "agency  enforcement 
actions"  in  that  section's  prohibition  against  intervention  by  the 
Treasury  Secretary  "in  any  matter  or  proceeding  before  the  OTS 
Director  unless  otherwise  provided  by  law."   Second,  section 
331(c)  adds  a  new  section  3(b)(4)  to  the  HOLA  that  provides: 

(4)  Banking  Agency  Rulemaking  —  The  Secretary  of 
the  Treasury  may  not  delay  or  prevent  the  issuance  of 
any  rule  or  the  promulgation  of  any  regulation  by  the 
Director. 

A  virtually  identical  provision  appears  in  section  331(b)  of  the 
CDRI  Act  with  respect  to  the  Comptroller  of  the  Currency. 


6.  In  addition,  the  OTS  is  required  by  Executive  Order  No. 
12866,  3  C.F.R.  638  (1994),  to  submit  certain  of  its  rules  to  the 
Office  of  Management  and  Budget  ("OMB").   Executive  Order  No. 
12866  provides  that  OMB  shall  review  agency  rulemakings  to  ensure 
that  each  agency's  regulatory  actions  are  consistent  with 
applicable  law,  the  President's  priorities,  the  principles  set 
forth  in  Executive  Order  No.  12866,  and  do  not  conflict  with  the 
policies  or  actions  of  another  agency.   The  substance  of  the  OTS's 
obligations  under  Executive  Order  No.  12,866  is  unaffected  by  the 
provisions  of  the  CDRI  Act  under  review  here. 

7.  12  U.S.C.A,  S  1462a(b)  (West  Supp.  1994). 

8.  12  U.S.C.A.  S  1462a(b)(3)  (West  Supp.  1994). 

9.  Section  331(b)  of  the  Act  provides: 

Section  324  of  the  Revised  Statutes  (12  U.S.C.  1) 
is  amended  by  adding  at  the  end  the  following:  "The 
Comptroller  of  the  Currency  shall  have  the  same 
authority  over  matters  within  the  jurisdiction  of  the 
Comptroller  as  the  Director  of  the  Office  of  Thrift 
Supervision  has  over  matters  within  the  Director's 
jurisdiction  under  section  3(b)(3)  of  the  Home  Owners' 
Loan  Act.   The  Secretary  of  the  Treasury  may  not  delay 
or  prevent  the  issuance  of  any  rule  or  the  promulgation 
of  any  regulation  by  the  Comptroller  of  the  Currency." 


""  •  •  /  i. 
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Leqislative  History 


A  review  of  the  legislative  history  of  section  331  is 
instructive  in  ascertaining  the  congressionally  intended 
parameters  of  Treasury's  role  in  OTS  rulemaking  proceedings. 

1 .  Conference  Report 

The  Joint  Explanatory  Statement  of  the  Committee  of  the 
Conference  that  accompanied  H.R.  3474  (the  "CDFI  bill")  provides 
the  following  explanation  of  section  331  in  the  section-by-section 
analysis: 

with  respect  to  rulemaking,  section  331  provides 
that  the  Secretary  shall  not  delay  or  prevent  the 
issuance  of  regulations  developed  by  the  OTS  or  the  OCC. 
The  Conferees  do  not  intend  to  preclude  the  Treasury 
Department  and  the  respective  agencies  from 
communicating  during  a  rulemaking  process  regarding  the 
Treasury  Department's  policy  goals  and  objectives. 
However,  regulations  developed  by  the  OCC  and  OTS  shall 
no  longer  be  subject  to  a  Treasury  Department  review  or 
clearance  process  that  allows  the  Treasury  to  block, 
delay  or  rewrite  any  OCC  or  OTS  proposed  or  final 
regulation  that  the  Comptroller  of  the  Currency  or  the 
Director  of  the  OTS  has  determined  to  issue.   The  bill 
does  not  alter  the  Treasury  Secretary's  [sic]  ability  to 
express  policy  views  to  the  Comptroller  of  the  Currency 
and  to  the  Director  of  the  OTS. 

2.  House  Floor  Colloquy 

On  August  4,  1994,  Representative  Neal  and  Representative 
Frank  engaged  in  a  colloquy  about  section  331  of  the  bill  relating 
to  the  Treasury  Secretary's  review  of  rulemakings  of  the  OCC  and 
the  OTS.^    Representative  Frank  noted  that  he  vFrank)  and  Senator 
Riegle  had  proposed  the  language  of  section  331  that  the  conferees 
had  accepted,  and  proceeded  to  engage  in  the  following  colloquy 
with  Representative  Neal: 

Representative  Frank:  "The  amendment  does  not 
state,  nor  does  it  imply,  that  the  Secretary's  role  in 
reviewing  and  coordinating  proposed  regulations  of  its 
bureaus  will  be  abrogated  or  otherwise  adversely 
affected,  does  it  Mr.  Speaker?" 


10.  H.R.  Conf.  Rep.  No.  652,  103d  Cong.,  2d  Sess.  178  (August  2, 
1994) . 

11.  140  Cong.  Rec.  H6782-83  (daily  ed.  August  4,  1994). 
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Representative  Neal:  "No,  the  language  does  not 
disturb  the  existing  working  relationship  be.tween  the 
Treasury  and  its  bureaus." 

Frank:   "And  as  I  recall,  because  I  was  one  of 
those  who  proposed  the  compromise,  the  intent  of  the 
conferees  was  not  to  prohibit  the  Treasury's  involvement 
in  OCC  and  OTS  rulemakings,  but  was  to  ensure  that  the 
Treasury  does  not,  in  the  course  of  its  review  of 
proposed  regulations,  delay  those  regulations  in  a 
manner  that  is  unreasonable  under  the  circumstances,  or 
that  effectively  prevents  their  issuance.   The  term 
"delay,"  as  used  in  section  331,  does  not  include  the 
time  reasonably  required  for  the  Secretary  to  review 
proposed  regulations  and  ensure  their  consistency  with 
other  regulations  and  with  sound  financial  institutions 
policy,  would  you  agree? 

Neal:   The  gentleman  is  correct.'' ' 

3.   Senate  Floor  Statements 

On  August  9,  1994,  in  connection  with  consideration  of  the 
Conference  Report  and  H.R.  3474  by  the  Senate,  Senator  Riegle 
stated,  "[als  chairman  of  the  conference  I  would  like  to  make 
clear  our  intentions  in  Title  III  regarding  OCC  and  OTS 
rulemaking."     Senator  Riegle  then  explained: 

It~is  the  clear  intention  of  the  conferees  that  Treasury 
adhere  to  the  amendments'  terms.   In  the  past,  under  the 
existing  Treasury  review  and  clearance  process.  Treasury 
staff  has  engaged  in  line  by  line  veto,  including 
modification  and  insertion  into  regulations  of  the 
agencies.   Treasury  staff  has  also  delayed  important 
regulations.   Such  forms  of  intervention  are  not 
consistent  with  the  impartiality  required  of  a 
regulatory  agency. 

The  conferees  clearly  did,  and  intended  to,  affect 
and  change  the  existing  working  relationship  between 
Treasury  and  the  regulatory  bureaus  in  the  area  of 
rulemaking.   The  conference  report  also  makes  this 
clear.   The  report  states  that  regulations  developed  by 
the  OCC  and  the  OTS  shall  no  longer  be  subject  to  a 
Treasury  Department  review  or  clearance  process  that 
allows  the  Treasury  to  block,  delay  or  rewrite  any 


12.  140  Cong.  Rec.  H6783  (daily  ed.  August  4,  1994). 

13.  140  Cong.  Rec.  S11040  (daily  ed.  August  9,  1994) 
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proposed  or  final  regulation.   However,  Treasury  is  not 
precluded  from  communicating  during  a  rulemaking  process 
regarding  the  Tre'asury  Department's  policy  goals  and 
objectives . ^ 

Senator  Riegle  also  noted  that  the  conference  committee  had  voted 
against  an  amendment  by  a  House  member  to  eliminate  rulemaking 
from  the  nonintervention  provisions,  and  stated: 

The  amendment  which  was  agreed  to  by  the  conferees 
specifies  that  in  the  rulemaking  area,  we  mean  to  stop 
Treasury  vetoes  and  delays  of  proposed  or  final  rules 
and  regulations.   These  problems  occur  under  the 
existing  review  and  clearance  process.   Nothing  in  this 
clarifying  amendment  allows  the  continuation  of  the 
status  quo,  or  the  circumvention  of  the  Conference 
Committee.  * 

At  the  conclusion  of  Senator  Riegle' s  remarks.  Senator 
D'Amato,  "as  the  ranking  minority  member  among  the  Senate 
conferees  on  the  CDFI  bill"  expressed  his  desire  to  "make  clear 
the  intention  of  the  conferees  with  respect  to  the  independence  of 
the  .  .  .  (OTS  and  the  OCC]  with  respect  to  rulemaking."     Noting 
that  section  331  of  the  conference  report  and  the  accompanying 
narrative  set  forth  the  intent  of  the  conferees  "unambiguously," 
Senator  D'Amato  dismissed  the  interpretation  that  had  been 
espoused  in  the  House  colloquy: 

There  is  nothing  ambiguous  about  either  the 
statutory  language  or  the  accompanying  narrative. 
Nevertheless,  an  effort  has  been  made  on  the  floor  of 
the  House  to  reinterpret  this  provision  as  if  the 
conferees  intended  it  to  have  no  effect  -  as  if  our  real 
intent  was  for  the  Secretary  to  continue  to  review 
proposed  regulations  of  the  OCC  and  OTS,  continue  to 
rewrite  and  revise  them,  continue  to  delay  or  block 
their  issuance  and  so  forth.   Some  of  the  conferees  may 
have  desired  that  outcome,  but  they  did  not  prevail  in 
the  conference  committee.   Their  characterization  of  the 
conferees'  intentions  lacks  foundation.   It  directly 
contradicts  both  the  legislative  language  and  the 
narrative  explanation  of  that  language.   Our  intention 
—  and  I  speak  as  one  of  the  authors  of  this  language  — 
was  not  to  leave  the  current  review  process  in  place. 
Our  intention  was  to  create  a  new  process  in  which  the 
Treasury  Department  would  no  longer  review  OTS  and  OCC 


14.  Id.  at  S11040-41, 

15.  Id.    at  S11041. 

16.  Id.  at  S11042. 
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rules  and  regulations.   We  opted  for  change.   We 
rejected  the  status  quo.   The  conference  report,  fully 
adopted  by  the  conference  conunittee,  plainly  and 
accurately  describes  the  choices  the  cp^ference 
conunittee  made.   It  speaks  for  itself. 

III.   DISCUSSION 

We  begin  our  analysis  by  looking  to  the  plain  language  of 
section  331  of  the  CDRI  Act,  which  in  relevant  part  provides  that 
"(tlhe  Secretary  of  the  Treasury  may  not  delay  or  prevent  the 
issuance  of  any  rule  or  the  promulgation  of  any  regulation  by  the 
Director,"   Nothing  in  this  provision  prohibits  Treasury  from 
reading  and  commenting  on  OTS  rulemakings.   Indeed,  the  Conference 
Report  expressly  acknowledges  that  Treasury  and  the  OTS  can 
"communicatee]  during  a  rulemaking  process"  regarding  whether  a 
draft  rule  is  consistent  with  Treasury's  "policy  goals  and 
objectives."   The  exact  procedures  established  to  facilitate 
communication  between  Treasury  and  OTS  are  left  to  the  discretion 
of  the  two  agencies.   The  constraints  imposed  by  section 
331(c)(4),  as  explained  by  the  Conference  Report,  are  with  respect 
to:  (i)  the  timing  of  Treasury  input  —  it  cannot  result  in  delay, 
(ii)  the  nature  of  Treasury  input  —  comments  and  suggestions  but 
not  veto  power,  and  (iii)  the  level  of  Treasury  input  —  at  the 
policy  level,  not  line-by-line  drafting  critiques. 

The  colloquy  between  Representatives  Neal  and  Frank 
reiterates  and  emphasizes  that  the  purpose  of  section  331  is  not 
to  prevent  Treasury  from  "reviewing  and  coordinating  proposed 
regulations"  of  the  OTS  and  OCC.   The  colloquy  acknowledges  that 
Treasury's  review  cannot  delay  or  effectively  prevent  the  issuance 
of  OTS  and  OCC  rulemakings,  but  urges  that  the  proscription 
against  delay  not  be  interpreted  in  an  extreme  manner  that  would 
deprive  Treasury  of  "the  time  reasonably  required  ...  to  review 
proposed  regulations  and  ensure  their  consistency  with  other 
regulations  and  sound  financial  institutions  policy  .  .  .  ." 
Since,  as  noted  above,  the  statute  and  Conference  Report 
specifically  contemplate  an  ongoing  Treasury  policy  role  in  the 
rulemakings  of  the  OTS  and  OCC,  the  colloquy's  suggestion  that  the 
review  procedure  developed  by  the  OTS  and  Treasury  should  give 
Treasury  reasonable  time  for  review  seems  consistent  with  the 
statute  and  Conference  Report.   Again,  what  is  "reasonable"  is 
left  to  the  discretion  of  the  OTS  and  Treasury. 

The  colloquy  also  states  that  section  331  is  not  intended  to 
"disturb  the  existing  working  relationship  between  the  Treasury 
and  its  bureaus."   If  this  statement  is  read  in  a  general  sense 
(i.e..  Treasury's  fundamental  oversight  role  remains  intact),  then 


17.   Id. 
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it  is  consistent  with  the  statute  and  the  Conference  Report.   If, 
instead,  the  statement  is  read  as  an  indication  that  the  same 
regulatory  review  procedures  used  to  date  by  Treasury  in  its 
oversight  role  may  continue  unchanged,  then  the  statement  must  be 
rejected.   The  statement  is  inconsistent  with  the  statute  because 
use  of  those  procedures  have  resulted  in  substantial  delays  and  at 
times  barred  publication  until  OTS  modified  regulations  the 
Director  had  decided  to  issue.   It  is  also  inconsistent  with  the 
Conference  Report  because  the  existing  procedures  go  beyond  policy 
input  to  requiring  rewriting  at  a  nonsubstantive  level.   It  is 
well  established  that  a  post-conference  floor  statement  cannot  be 
used  as  a  basis  for  departing  from  the  plain  language  of  a  statute 
or  from  the  clear  expressions  of  intent  in  a  conference  report. 

Consistent  with  the  analysis  set  forth  above,  the  statements 
by  Senators  Riegle  and  D'Amato  make  clear  that  section  331  was 
intended  to  force  a  change  in  the  existing  Treasury  review 
procedures  for  OTS  and  OCC  rulemakings.   Although  the  statements 
acknowledge,  as  does  the  Conference  Report,  that  Treasury  may 
continue  to  communicate  its  policy  views  to  the  OTS  and  OCC  during 
the  rulemaking  process,  the  statements  emphasize  that  Treasury's 
involvement  may  no  longer  result  in  delay,  vetoes,  line-by-line 
revisions  or  rewriting.   Thus,  Treasury  review  and  comment  must  be 
at  the  policy  oversight  level,  and  the  ultimate  decision  whether 
to  incorporate  Treasury's  comments  is  left  to  the  OTS  and  the  OCC. 

The  statement  by  Senator  D'Amato  that  under  the  new  process. 
Treasury  would  "no  longer  review  OTS  and  OCC  regulations,"  would 
be  inconsistent  with  the  statute  and  Conference  Report  if  taken 
to  mean  that  no  form  of  Treasury  review  is  now  permitted.   As 
noted  above,  post-conference  floor  statements  must  yield  to  the 
plain  language  of  a  statute  or  conference  report,   when  read  in 
context,  however.  Senator  D'Amato' s  statement  appears  to  have 
simply  been  intended  as  an  emphatic  reassertion  that  Treasury  may 
"no  longer  review  OTS  and  OCC  regulations"  in  the  same  manner  as 
it  has  in  the  past.   Examples  of  objectionable  practices  cited  by 
Senator  D'Amato  include  rewriting  and  revising,  and  delaying  and 
blocking,  OTS  and  OCC  regulations.  ~ 


18.   In  the  hierarchy  of  authority,  floor  statements  rank  below 
statutory  language  and  conference  reports.   See  Garcia  v.  United 
States,  469  v'.S.    70,  76  (1984)  ("In  surveying  legislative  history 
we  have  repeatedly  stated  that  the  authoritative  source  for 
finding  the  Legislature's  intent  lies  in  the  Committee  Reports  on 
the  bill,  ....  [Wle  stated  that  the  Committee  Reports  are  'more 
authoritative"  than  comments  from  the  floor.  .  .  .  (citations 
omitted).")   See  also  Zuber  v.  Allen,  396  Q.S.  168,  186  (1969) 
(Court  observed  with  respect  to  a  Senate  floor  colloquy  that 
"[fjloor  debates  reflect  at  best  the  understanding  of  individual 
Congressmen.   It  would  take  extensive  and  thoughtful  debate  to 
detract  from  the  plain  thrust  of  a  committee  report  in  this 
instance . " ) . 
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In  light  of  the  foregoing,  we  conclude  that,  by  virtue  of 
enactment  of  section  331(c)(4),  existing  Treasury  regulatory 
review  procedures  must  be  modified.  'Although  Treasury  may 
continue  to  express  its  views  on  OTS  regulatory  initiatives. 
Treasury  cannot  participate  in  the  rulemaking  process  in  a  manner 
that  causes  delay.   Moreover,  Treasury's  comments  should  be 
focused  on  matters  of  policy.   Detailed  drafting  critiques  are  no 
longer  appropriate.   Finally,  the  requirement  that  Treasury  not 
"prevent"  the  issuance  of  any  OTS  regulations  means  that  the  final 
decision  with  respect  to  the  content  and  form  of  a  rule  rests  with 
the  OTS  Director.   Thus,  the  Director  may  issue  rules  consistent 
with  the  accomplishment  of  his  statutory  responsibilities 
notwithstanding  Treasury  comment  or  objection. 

Within  these  parameters,  Congress  has  left  it  to  the  OTS  and 
Treasury  to  develop  suitable  procedures.   On  the  one  hand,  those 
procedures  should  accommodate  policy  discussion  with  Treasury 
concerning  OTS ' s  rulemaking  projects  prior  to  signature  by  the  OTS 
Director.   At  the  same  time,  the  procedures  should  be  designed  so 
that  Treasury  participation  does  not  slow  the  process  by  which 
rules  are  issued. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  JONATHAN  L.  FIECHTER 

Q.l.  If  SAIF  members  have  to  pay  several  times  as  much  for  pre- 
miums as  BIF  members  over  a  sustained  period,  what  will  be  the 
effect  of  this  competitive  disparity? 

A.1.  As  indicated  in  my  testimony,  a  sustained,  substantial  pre- 
mium differential  will  have  at  least  two  major  adverse  con- 
sequences. First,  the  differential  is  likely  to  significantly  accelerate 
the  erosion  of  the  SAIF's  income  base.  Second,  the  differential  is 
likely  to  increase  the  rate  of  savings  association  failures,  thereby 
placing  greater  demands  on  the  SAIF  at  the  very  time  the  SAIPs 
income  base  is  shrinking.  Both  of  these  consequences  are  explained 
in  more  detail  below. 

Erosion  of  the  SAIF  income  base.  The  SAIF  assessment  base  has 
shrunk  each  year  since  enactment  of  FIRREA  by  no  less  than  6 
percent  per  year.  This  rate  of  shrinkage  has  continued  unabated 
notwithstanding  a  winding  down  of  RTC  resolution  activity. 

The  primary  reason  for  the  continued  shrinkage  appears  to  be 
the  high  cost  of  deposit  insurance.  When  the  cost  of  a  product  in- 
creases, demand  for  the  product  will  decrease  as  users  seek  out  al- 
ternatives. The  current  average  SAIF  premium  of  24.5  basis  points 
is  roughly  three  times  the  long-term  historical  average  of  8.3  basis 
points.  To  avoid  these  historically  high  premiums,  SAIF  members 
are  turning  increasingly  to  alternative  sources  of  funds,  such  as 
Federal  Home  Loan  Bank  advances  and  other  borrowings. 

This  erosion  of  the  SAIF  assessment  base  will  only  worsen  when 
the  SAIF/BIF  premium  differential  takes  effect.  Then  there  will  be 
two  powerful  forces  working  against  the  SAIF  assessment  base:  (a) 
historically  high  premiums  will  continue  to  pressure  SAIF  mem- 
bers to  place  less  reliance  on  deposits  as  a  source  of  funds;  and  (b) 
a  significant  premium  rate  differential  will  enable  BIF  members  to 
draw  deposits  away  from  SAIF  members  by  offering  better  rates. 

As  the  SAIF  assessment  base  gets  smaller,  the  fixed  $779  million 
Financing  Corporation  (FICO)  payment  made  by  the  SAIF  will 
consume  a  consistently  increasing  portion  of  the  SAIF's  income. 
Larger  proportionate  FICO  payments  mean  smaller  reserves  to 
handle  losses. 

Increased  losses.  The  number  of  SAIF-insured  institutions  pro- 
jected to  fail  over  the  near  term  is  low.  It  is  not,  however,  possible 
to  predict  with  certainty  that  the  industry  will  remain  as  healthy 
as  it  currently  is.  Once  the  insurance  premium  rate  differential 
kicks  in,  SAIF  members  will  be  faced  with  a  substantially  higher 
cost  of  funds  than  their  BIF-insured  competitors,  reducing  earnings 
and  making  it  more  difficult  to  raise  capital.  In  response,  SAIF 
members  will  look  for  ways  to  reduce  their  assets  and  decrease 
their  reliance  on  SAIF  deposits  even  further.  These  trends  will  fur- 
ther exacerbate  the  erosion  of  the  SAIF's  revenue. 

Ironically,  the  longer  SAIF  premiums  remain  high,  the  more 
failed  institutions  the  SAIF  may  be  called  upon  to  handle.  In  recent 
years,  several  large,  troubled  savings  associations  have  been  suc- 
cessfully recapitalized  by  infusions  of  private  capital  with  no  Grov- 
ernment  assistance.  Going  forward,  however,  private-sector  inves- 
tors may  be  reluctant  to  put  money  into  financial  institutions  that 
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have  insurance  costs  that  could  be  three  to  four  times  higher  than 
their  competitors'  costs. 

Deterioration  of  the  thrift  industry  due  to  the  SAIF/BIF  premium 
differential  not  only  presents  the  possibility  of  yet  another  Grovern- 
ment  bailout  of  a  deposit  insurance  fund,  but  also  the  loss  to  the 
economy  of  the  many  positive  contributions  being  made  by  today's 
thrift  industry.  Savings  associations  have  rebounded  from  the  dif- 
ficulties of  the  1980's.  They  play  a  vital  role  in  the  market  for  hous- 
ing credit.  As  of  year-end  1993,  they  held  $527  billion  in  1-4  family 
residential  mortgage  loans,  mortgage-backed  securities,  and  multi- 
family  mortgage  loans. 

Moreover,  in  certain  key  markets,  savings  associations  are  lead- 
ers in  meeting  the  housing  finance  needs  of  minorities  and  low-in- 
come persons  and  make  such  loans  at  a  higher  rate  than  other  de- 
pository institutions  (measured  as  a  percentage  of  assets). 

Savings  associations  also  are  leaders  in  originating  and  holding 
adjustable  rate  mortgage  loans  which  often  make  housing  afford- 
able for  first-time  home  buyers  and  are  in  increased  demand  in  the 
current  economic  environment.  Savings  associations  are  also  lead- 
ers in  originating  and  holding  nonconforming  mortgage  loans,  i.e., 
individually  negotiated  mortgage  loans  that  do  not  meet  the  stand- 
ardized criteria  for  resale  in  the  secondary  market. 

In  light  of  the  foregoing,  I  believe  it  is  important  that  Congress 
act  soon  to  address  the  impending  SAIF/BIF  premium  differential. 
An  early  response  is  important  to  the  health  of  the  SAIF  and  the 
health  of  the  thrift  industry. 

Q.2.  What  are  the  advantages  and  disadvantages  of  having  two 
separate  insurance  funds? 

A.2.  In  theory,  one  might  argue  that  banks  and  thrifts  operate  dif- 
ferent kinds  of  businesses  and  that  separate  funds  are,  therefore, 
appropriate  so  that  premiums  can  be  tailored  to  address  these  dif- 
ferent risk  profiles.  In  fact,  however,  there  are  many  Oakar  and 
Sasser  banks  currently  in  the  SAIF  and  many  State  savings  banks 
(traditionally  classified  as  thrifts)  in  the  BIF.  Moreover,  many  com- 
mercial banks  hold  portfolios  indistinguishable  from  thrift  port- 
folios. Thus,  charter  type  does  not  always  provide  a  clear  indication 
of  line  of  business.  In  addition,  as  the  relatively  new  risk -based  as- 
sessment systems  instituted  by  the  SAIF  and  BIF  indicate,  it  is 
possible  to  develop  a  risk-based  premium  system  that  takes  ac- 
count of  differing  risks  presented  by  members  of  the  same  insur- 
ance fund.  Thus,  differences  in  charter  type  do  not  provide  a  com- 
pelling reason  for  separate  insurance  funds. 

From  a  regulatory  perspective,  a  single,  larger  fund  would  allow 
for  greater  diversincation  and  spreading  of  risk.  Past  bank  and 
thrift  failure  experience  indicates  that  insurance  losses  for  banks 
and  thrifts  are  not  perfectly  correlated  and,  thus,  combining  the 
funds  would  achieve  some  beneficial  diversification. 

Merger  of  the  insurance  funds  might  also  result  in  long-term  ad- 
ministrative cost  savings. 

A  single  insurance  fund  would  more  easily  allow  deposit  insur- 
ance premiums  to  be  set  on  the  basis  of  the  risk  posed  to  the  insur- 
ance fund  by  the  individual  institution.  Under  the  status  quo,  de- 
pository institutions  with  identical  risk  profiles  will  pay  signifi- 
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cantly  different  insurance  premiums  simply  on  the  basis  of  whether 
they  are  BIF-  or  SAIF-insured.  Existing  SAIF  members  have  a  tre- 
mendous incentive  to  avoid  Habilities  subject  to  the  SAIF  premium 
and  new  entrants  into  the  thrift  industry  are  impHcitly  encouraged 
to  seek  BIF  insurance.  It  is  not  clear  that  there  are  any  public  ben- 
efits arising  from  these  non-risk  related  structural  incentives. 

The  most  obvious  advantage  to  maintaining  two  separate  insur- 
ance funds  relates  to  the  fact  that  under  the  status  quo,  it  is  likely 
that  the  SAIF  premium  will  remain  at  a  relatively  high  level  while 
the  BIF  premium  is  expected  to  drop  sharply.  As  a  result,  if  sepa- 
rate funds  are  maintained,  and  if  SAIF-insured  thrifts  retain  re- 
sponsibility for  making  the  interest  payments  on  the  FICO  debt 
over  the  next  25  years  (as  well  as  building  up  the  SAIF),  then  insti- 
tutions that  are  BiF-insured  will  be  given  a  significant  competitive 
advantage  over  SAIF-insured  thrifts. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  NORMAN  E.  D'AMOURS 

Q.l.  The  committee  created  by  the  Federal  banking  agencies  to  re- 
solve technical  differences  among  the  Federal  banking  agencies,  the 
Federal  Financial  Institutions  Examination  Council,  appears  to 
persons  outside  the  agencies  as  a  mechanism  for  prolonging,  rather 
than  resolving,  differences.  Why  does  the  process  seem  to  take  so 
long? 

A.1.  The  Federal  Financial  Institutions  Examination  Council 
(FFIEC)  provides  an  important  forum  for  bank,  thrift,  and  credit 
union  regulators  to  discuss  and  seek  consensus  on  issues  cutting 
across  these  industries.  The  complexity  of  some  issues  and  the  fact 
that  each  FFIEC  agency  brings  different  responsibilities  and  prior- 
ities to  the  table,  tends  to  stretch  out  the  time  for  finding  common 
gpround.  Communication,  however,  is  important  and  should  be 
maintained  among  the  agencies. 

Q.2.  How  convinced  are  you  that  bank  customers  really  know  when 
thev  are  buying  uninsured  products  (mutual  funds  and  annuities) 
at  banks  and  what,  if  anything,  do  you  believe  should  be  done  to 
better  inform  customers? 

A.2.  We  believe  credit  unions  offering  uninsured  products  through 
various  types  of  arrangements  are  doing  a  reasonable  job  informing 
members  that  these  products  are  in  fact  uninsured.  However,  the 
potential  or  actual  cases  where  credit  union  members  do  not  clearly 
understand  the  differences  between  insured  and  uninsured  prod- 
ucts, must  be  addressed. 

One  of  the  first  Letter  to  Credit  Unions  I  sent  out  as  Chairman 
of  NCUA,  sets  out  clear  guidelines  that  we  expect  Federal  credit 
unions  to  closely  follow  or  incorporate  as  part  of  their  policies  when 
offering  mutual  funds,  annuities,  or  other  nondeposit  investments. 
This  letter  is  included  for  the  record. 

Q.3.  In  the  past,  I  believe  you  have  spoken  about  the  fact  that  fed- 
erally-insured depository  institutions  are  required  to  comply  with 
CRA  requirements  while  other  nonregulated  financial  institutions 
have  no  such  requirements.  What  additional  responsibilities  or  re- 
quirements, if  any,  do  you  believe  should  be  placed  on  the  competi- 
tors of  federally-insured  depository  institutions? 
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A.3.  We  believe  credit  unions  should  not  come  under  CRA  because 
these  financial  cooperatives  are  not  for  profit  and  only  serve  their 
members.  The  vast  majority  of  credit  unions  are  employee  based 
with  members  dispersed  over  wide  areas  and  potentially  across  the 
country.  CRA,  as  currently  applied,  does  not  work  for  these  credit 
unions.  Credit  unions  continue  to  effectively  serve  their  member- 
ship. I  firmly  believe  that  credit  unions  can  build  upon  an  already 
strong  commitment  to  bring  low-cost  financial  services  to  commu- 
nities in  need.  This  is  where  NCUA  has  and  will  continue  to  focus 
its  energies. 

Q.4.  As  you  know,  I  have  been  a  strong  supporter  of  the  credit 
unions  based  on  their  grassroots  commitment  to  their  members.  I 
am  concerned,  however,  that  the  industry's  growth  is  leading  to  an 
erosion  of  the  common  bond  requirement.  I  consider  the  common 
bond  requirement  central  to  the  credit  union  movement  and  to  the 
special  benefits  that  it  receives.  What  is  NCUA  doing  to  ensure 
that  the  common  bond  is  not  eroded? 

A.4.  Common  bond,  while  important,  is  not,  in  my  view,  the  defin- 
ing characteristic  of  a  credit  union.  Rather,  as  noted  in  a  recent  de- 
cision by  U.S.  District  Court  for  the  District  of  Columbia  Judge 
John  H.  Pratt,  'The  salient  feature  of  credit  unions  is  their  demo- 
cratic control  and  management"  and  the  purpose  of  common  bond 
is  "to  support  the  underlying  policy  of  promoting  stable  credit 
unions." 

In  May  of  this  year,  the  NCUA  Board  issued  Interpretative  Rul- 
ing and  Policy  Statement  94-1  (IRPS)  which  sets  forth  the  agency's 
policies  and  procedures  for  granting  and  permitting  change  to  a 
Federal  credit  union's  charter.  The  new  IRPS  continues  the  com- 
mon bond  structure  set  forth  in  the  Federal  Credit  Union  Act.  It 
requires  Federal  credit  union  membership  to  be  limited  to  groups, 
each  defined  in  the  charter,  who  share  a  common  bond  of  occupa- 
tion or  association,  or  are  located  within  a  well-defined  neighbor- 
hood, community,  or  rural  district. 

The  basic  common  bond  structure  established  by  Congress  re- 
mains intact.  Earlier  this  year,  the  NCUA  Board  allowed  two  ex- 
pansions to  common  bond.  First,  the  NCUA  Board  has  adjusted  the 
common  bond  requirement  to  encourage  existing  credit  unions  to 
serve  low-income  families  and  communities  and  promote  the  cre- 
ation or  chartering  of  low-income  or  community  development  credit 
unions.  Second,  the  NCUA  Board  seeks  financially  stable  credit 
unions  to  acquire  credit  unions  that  have  been  or  are  in  danger  of 
being  liquidated  by  the  NCUA.  The  emphasis  on  this  latter  objec- 
tive is  the  continuation  of  credit  union  services  to  members  and  re- 
duction of  losses  to  the  National  Credit  Union  Share  Insurance 
Fund  (NCUSIF). 

Diversification  of  membership  and  merging  credit  unions  as  op- 
posed to  liquidating  them  has  importantly  bolstered  the  safety  and 
soundness  of  the  credit  union  industry.  The  fact  that  the  NCUSIF 
has  never  had  a  losing  year  defines  the  continued  successful  evo- 
lution of  credit  unions. 

Q.5.  The  Riegle  Community  Development  Banking  bill  requires  the 
banking  agencies  to:  (1)  make  their  regulations  and  guidelines  uni- 
form, and  (2)  conduct  a  unified  examination  of  related  banking  af- 
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filiates.  Will  you  commit  to  the  full  and  prompt  implementation  of 
these  important  regulatory  reforms? 

A.5.  While  NCUA  was  not  included  in  this  provision,  we  are  in  the 
unique  position  among  bank  regulators  as  the  only  agency  that 
charters,  insures,  and  regulates  one  type  of  financial  institution — 
Federal  credit  unions.  We  also  insure  State-chartered  credit  unions 
and  work  closely  with  State  regulatory  agencies  to  ensure  the  safe 
and  sound  operations  of  these  financial  cooperatives.  I  am  commit- 
ted and  NCUA's  continuing  goal  is  a  regulatory  program  that  pro- 
tects safety  and  soundness  and  fairness  to  members,  while  avoiding 
unnecessary  burden.  Under  my  chairmanship,  every  effort  will  be 
made  to  regulate  with  a  minimum  of  restrictions  and  bureaucratic 
paperwork. 
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NATIONAL  CREDIT  UNION  ADMINISTRATION 
NATIONAL  CREDIT  UNION  SHARE  INSURANCE  FUND 

l^H/  X    1  H/ JV  LETTER  NO.  150 

TO   CREDIT  UNIONS   DATE=  December  1993 


DEAR  BOARD  OF  DIRECTORS: 


Credit  unions  are  offering  mutual  funds,  annuities  and  other  nondeposit  investments  for  sale  to 
members  through  various  types  of  arrangements.   It  is  essential  that  credit  unions  develop 
procedures  to  fully  apprise  members  that  these  investments  are  uninsured  and  enuil  risk. 

Credit  unions  must  honor  the  triist  that  members  have  placed  in  them  and  view  members' 
interests  as  critical  to  all  aspects  of  their  sales  programs.  Credit  unions  that  do  not  operate 
their  programs  safely  and  soundly  risk  potential  liability  from  member  actions.  Such  liability 
could  extend  to  directors  and  officers  personally.   Both  the  National  Credit  Union 
Administration  (NCUA)  and  state  regulators  will  monitor  these  activities  to  make  sure  they 
present  no  undue  risks  to  cKdit  unions  and  their  members. 

SCOPE 

The  guidelines  in  this  letter  apply  to  credit  union-related  sales,  including  marketing  and 
promotional  activities,  of  nondeposit  investment  products  and  services.  Such  sales  include: 

•  Sales  made  by  credit  union  employees; 

•  Sales  made  by  employees  of  CUSOs  or  other  entities  occurring  on  credit  union 
premises  (including  telephone  sales  from  credit  union  premises  and  sales  initiated  by 
mail  from  credit  union  premises);  and 

•  Sales  resulting  from  member  referrals. 

CREDIT  UNION  RESPONSIBILrnES 

Credit  unions  must  comply  with  all  applicable  laws,  rules,  regulations,  and  sound  business 
practices  in  any  credit  union-related  sale  of  mutual  funds,  annuities  or  other  nondeposit 
investment  products.  The  credit  union's  directors  are  responsible  for  evaluating  the  risks 
posed  by  the  subject  sales.   It  is  important  that  directors  adopt  self-governing  policies  and 
procedures  to  ensure  compliance  with  those  requirements  and  to  ensure  consistency  with  the 
guidelines  presented  in  this  letter.  The  policies  and  procedures  need  to  address  sales  and 
services  provided  directly  by  the  credit  union,  through  a  CUSO,  or  by  an  unaffiliated  entity. 
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Credit  unions  must  have  a  written  agreement  with  any  entity  involved  in  credit  union-related 
sales  and  services  that  outlines  the  duties  and  responsibilities  of  each  party.   The  agreement 
should  specify  that  such  entities  will  comply  with  all  applicable  requirements,  including  those 
in  this  letter.   The  credit  union  should  make  it  clear  to  other  entities  that  credit  union 
management,  and  appropriate  regulators,  will  be  verifying  such  compliance.  The 
governing  agreement  should  include  provisions  regarding  credit  union  oversight  and  examiner 
access  to  related  records. 

GENERAL  GUTOELINES 

Sales  of  nondeposit  investment  products  should  follow  the  guidelines  listed  below. 

a.     Credit  Union  Management 

Credit  unions  should  adopt  a  statement  describing  the  features  of  the  sales  programs, 
the  roles  of  involved  employees,  and  the  roles  of  third  party  entities.  At  a  minimum,  this 
statement  should  address  the  following  issues: 

•  Supervision  of  personnel  involved  in  nondeposit  investment  sales  programs. 

Credit  union  management  should  ensure  that  specific  individuals  employed  by  the 
credit  union,  an  affiliated  broker/dealer,  or  a  third  party  vendor  are  responsible 
for  each  activity  outlined  in  the  credit  union's  sales  policy. 

•  The  roies  of  the  entities  selling  on  credit  union  premises,  including 
supervision  of  salespeople.   Credit  union  management  must  plan  to  monitor 
compliance  by  other  entities  on  an  on-going  basis.  The  degree  of  management's 
involvement  should  be  dictated  by  the  nature  and  extent  of  nondeposit  investment 
product  sales,  the  effectiveness  of  member  protection  systems,  and  members' 
responses. 

•  The  types  of  products  that  the  credit  union  will  sell.  For  each  type  of  product 
sold  by  credit  union  employees,  the  credit  union  should  identify  specific  laws, 
regulations,  regulatory  conditions  and  any  other  limitations  or  requirements, 
including  qualitative  considerations,  that  will  expressly  govern  the  selection  and 
marketing  of  products  the  credit  union  will  offer. 

•  Policies  governing  the  permissible  uses  of  credit  union  member  information. 

Such  policies  should  address  the  use  of  credit  union  member  information  for  any 
purpose  in  connection  with  credit  union-related  nondeposit  investment  sales  or 
services. 
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b.  Setting  and  Circumstances  of  Nondeposit  Investment  Sales 

Credit  unions  should  market  nondeposit  investment  products  in  a  manner  that  does  not 
mislead  or  confuse  members  as  to  the  nature  or  risks  of  these  uninsured  products.  To  avoid 
member  confusion  about  these  products,  credit  union  policies  should  specifically  address  the 
locations  at  which  sales  will  take  place.  It  is  essential  that  deposit-taking  be  separated  from 
nondeposit  sales  functions. 

Credit  unions  should  avoid  the  possibility  of  member  confiision  by  following  the 
guidelines  set  forth  below.  In  addition,  credit  unions  may  not  offer  uninsured  investment 
products  with  a  product  name  identical  to  the  credit  union's  name.  Credit  unions  should  also 
recognize  that  the  potential  for  member  confusion  may  be  increased  when  the  credit  union  uses 
uninsured  product  names  that  are  similar  to  the  credit  union's  own  and  should  design  their 
sales  training  to  minimize  the  risk. 

c.  Disclosures  and  Advertising 

Complete  and  accurate  disclosure  must  be  provided  to  avoid  member  confusion  as  to 
whether  a  credit  union-related  product  is  an  uninsured  investment  product  or  an  insured 
deposit.  When  selling,  advertising  or  otherwise  marketing  uninsured  investment  products  to 
members,  the  following  product  disclosures  should  be  made:  The  products  offered:   (1)  are 
not  federally  insured;  (2)  are  not  obligations  of  the  credit  union;  (3)  are  not  guaranteed  by 
the  credit  union  or  any  affiliated  entity;  (4)  involve  investment  risks,  including  the  possible 
loss  of  principal;  and  (5)  if  applicable,  are  being  offered  by  an  employee  who  serves  both 
functions  of  accepting  members'  deposits  and  the  selling  of  nondeposit  investment  products. 
These  disclosures  should  be  in  a  location  and  type  size  that  are  clear  and  consipcuous  to  the 
member. 

Credit  unions  should  obtain  a  separately  signed  statement  acknowledging  such 
disclosures  from  members  at  the  time  a  nondeposit  investment  account  is  opened.   For 
accounts  established  prior  to  the  issuance  of  this  letter,  the  credit  union  should  obtain  such  a 
signed  statement  prior  to  the  next  sale.  These  disclosures  should  also  be  featured 
conspicuously  in  all  written  or  oral  sales  presentations,  advertising  and  promotional  materials, 
prospecmses,  and  periodic  statements  that  include  information  on  both  deposit  and  nondeposit 
products. 

The  credit  union  should  review  credit  union-related  sales  advertisements  to  ensure 
that  they  are  accurate,  do  not  mislead  members  about  the  nature  of  the  product,  and  include 
required  disclosures. 
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d.  Compliance  Program 

Credit  unions  must  maintain  compliance  programs  capable  of  verifying  compliance 
with  the  guidelines  specified  in  this  lener  and  with  any  other  applicable  requirements.  The 
compliance  function  should  be  performed  independently  of  investment  product  sales  and 
management.   At  a  minimum,  the  compliance  function  should  include  a  system  to  monitor 
member  complaints  and  to  periodically  review  member  accounts  to  detect  and  prevent  abusive 
practices. 

e.  Regulatory  Oversight 

The  propriety  and  control  of  investment  sales  and  services  will  be  routinely  reviewed 
by  appropriate  regulators.   Questions  on  the  content  of  this  letter  should  be  submitted  to  the 
appropriate  regional  office  of  the  National  Credit  Union  Administration  or  your  state 
regulator. 

f.  Reimbursement 

Pursuant  to  Part  721  of  the  NCUA  Rules  and  Regulations,  a  federal  credit  union  that 
contracts  directly  with  third  parties  to  provide  mutual  funds  and  other  nondeposit  investment 
products  to  its  members  may  receive  an  amount  not  to  exceed  the  total  of  direct  and  indirect 
costs  to  the  federal  credit  union  of  any  administrative  functions  performed  on  behalf  of  the 
third  party.  Thus,  a  federal  credit  union  that  contracts  directly  with  a  third  party  to  provide 
investment  products  may  not  make  a  profit  firom  the  sales  of  such  products.  However,  a 
federal  credit  union  may  offer  investment  products  through  a  CUSO,  and  the  amount  of 
reimbursement  or  compensation  the  CUSO  may  receive  is  not  limited.   That  is,  the  CUSO 
may  make  a  profit  from  the  sales  of  investment  products. 

g.  Investment  Advice 

No  employee  of  a  federal  credit  union  may  offer  investment  advice.   There  is  no 
authority  under  the  Federal  Credit  Union  Act  for  federal  credit  unions  to  provide  such  a 
service.   However,  credit  union  personnel  should  have  thorough  product  knowledge  and 
understand  member  protection  requirements. 
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OTHER  FEDERAL  AND  STATE  REGULATIONS 

The  antifraud  provisions  of  applicable  federal  and  state  laws  prohibit  materially  misleading  or 
inaccurate  representations  in  connection  with  offers  and  sales  of  securities.  If  members  are 
misled  about  the  nature  of  nondeposit  investment  products,  including  their  uninsured  status, 
the  credit  union  providing  the  sales  or  services  could  face  potential  liability  under  these 
antifraud  provisions.  Safe  and  sound  operating  practices  also  require  that  sales  programs  be 
operated  to  avoid  member  confusion  about  the  products  being  offered.  Use  of  noncredit  union 
employees  to  sell  these  products  does  not  relieve  credit  imion  management  of  the  responsibility 
to  take  reasonable  steps  to  ensure  that  the  investment  sales  program  meets  these  requirements. 

The  Rules  of  Fair  Practice  of  the  National  Association  of  Securities  Dealers  (NASD)  is  an 
appropriate  reference  in  constructing  a  compliance  program  for  safe  and  sound  sales  of 
nondeposit  investment  products. 

CONCLUSION 

By  embracing  these  guidelines,  credit  unions  can  help  avoid  member  confusion  about  the  risk 
and  uninsured  nature  of  mutual  funds,  annuities,  and  other  nondeposit  investments. 
Compliance  with  these  guidelines  is  essential  if  credit  unions  are  to  avoid  the  problems 
encountered  by  other  fmancial  institutions  offering  similar  investment  instruments. 


For  the  National  Credit  Union 
Adminisp^tion  Board, 

Norman  E.  D'Amours 
Chairman 
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COMMERCIAL  BANKING  PERFORMANCE  —  SECOND  QUARTER,  1994 


•  Banks  Report  $1 1^  Billion  In  Second-Quarter  Earnings 

•  Wider  Margins,  Strong  Loan  Growth  Help  Lift  Profits 

•  First'Haif  Net  Income  Sets  New  Record 

•  Troubled  Assets  Continue  To  Decline 


A  strengthening  economy  wm  evident  in  low  loan 
losses  and  robust  loan  growtti  in  the  second  quarter  ot 
1994.  Insured  corrvnercuu  banks  earned  $1 1 2  billion  in 
the  quarter,  a  $141 -million  improvement  over  the  pre- 
vious quarter  and  S876  nuUion  more  than  banks  earned 
a  year  earlier.  This  is  the  second-t>ighest  quarterly  total 
ever  reported,  aner  the  S1 1 .5  btllion  earned  in  the  third 
quarter  ot  1993.  For  the  first  six  months  of  1994.  com- 
mercial banks  fwva  earned  $22.3  billion,  ttie  higr>«8t 
total  ever  reported  tor  any  su-nxintn  perxxl,  and  $1 2 
bilUon  more  tt\an  ttiey  earned  in  the  first  half  of  1993. 
Increased  net  interest  income  and  kjw  toarvksss  provi- 
sons  outweighed  diminished  noninterest  ir>come  arxj 
lower  nonrecumng  gains  in  liftir>g  banks'  earnings  in  the 
second  quarter.  The  average  return  on  assets  (ROA)  for 
the  industry  was  1.16  percent  down  slightly  from  the 
1.17  percent  averages  registered  in  the  previous  and 
year-ago  quarters  For  tt\e  second  consecutive  quarter, 
more  than  95  percent  of  all  comnneroal  banks  were 
profitable. 

Ctiart  A  ■  Ouarterty  Nat  Income  of  FOIC-tnsurad 
Commercial  Banka,  1990  - 1994 


pioviskyts  in  the  second  quarter,  a  decline  of  $1 .5  btUon 
from  tt>e  sanw  penod  of  1993.  Although  these  provi- 
SKXis  were  $60  miUton  higher  than  in  the  fu*t  quarter  of 
tha  year,  provisions  for  the  first  stx  months  of  1994  are 
almost  40  percent  betow  the  level  of  a  year  ago,  reflect- 
ing continued  improvement  in  commercial  bank  asset 
quaMy. 

The  improvement  in  irvJustry  net  ifxaxne  was  limited  by 
gains  from  secunties  sales  and  extraordinary  items  that 
were  weU  bekMr  the  levels  of  a  year  ago,  and  by  a 
decline  in  noninterest  income,  due  to  reduced  trading 
prefits  at  the  largest  banks.  Second-quarter  net  income 
would  ttave  been  bek>w  the  level  of  the  previous  quarter 
but  for  or^e-time  IrKome  on  Braalian  bonds  booked  by 
several  large  banks.  These  transactions  nvy  have 
added  as  much  as  $300  miHion  to  pre-tax  earnings. 

Chart  B  -  Quarterly  Net  Interest  Margins  of 
Insured  Comnwrcial  Banks,  1986  - 1994 
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f4et  interest  income  m  the  secorvl  quarter  was  $36.5 
billion,  more  than  $1  6  billion  (4  6  percent)  higtier  than 
a  year  ago  However.  t>ecause  eamir>g  assets  were  5  7 
percent  atxsve  tt^  levei  ol  s  year  ago.  Ihe  average  net 
mterast  margin  declined  seven  basis  points  from  a  year 
sartier.  Banks  set  aside  $2.8  billion  in  loan-loss 


Banks  were  able  to  increase  their  net  rtterest  margvis 
as  mlarest  rales  rose  m  the  secorvl  quarter  The  aver- 
age net  interest  margin  was  *  40  percent,  an  increase 
of  14  basis  points  over  the  previous  quarter.  Average 
asset  yields  «vere  up  by  40  basis  points,  due  to  strong 
ler>ding  growth.  Average  funding  costs  n)se  by  26 
basis  poina  dunng  the  quarter.  Bank  funding  shifted 
toward  a  greater  reliance  on  nondaposit  katHlities  and 


Weqoesrs  lor  capiat  ol  and  subscnptiont  to  the  FDIC  Qoanarty  Banking  Prom  snoutd  be  made  mrougft  the  FDIC$ 
Office  ol  Corvoraia  Conmujncalions.  550  1 7tt>  Streer,  NW.  Wasmnaton.  DC  20429:  tmonone  1202)  098-6996 
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tofeign-ollice  deposits.  Domestic-office  time  deposits  ended 
a  stnng  of  13  consecutive  quarterly  declines,  increasing  by 
$7  3  Billion  (0  9  percent).  Most  of  the  increase  was  in  small- 
denominatton  (<  $100,000)  certficates  of  deposit 
Banks'  total  loans  grew  By  $57.6  billioo  m  the  second  quarter. 
This  IS  the  largest  quarterly  increase  since  the  fourth  quarter 
of  1986  when  total  loans  rose  By  $71.6  billion.  Real  estate 
loans,  which  grew  by  $20  9  billion,  had  the  largest  dollar 
increase.  Home  mortgage  loans  accounted  for  $15.3  billion 
of  the  increase  in  real  estate  loans,  with  adjustable-rate 
riHJrtgages  (ARMs)  growing  by  $6.1  billion.  The  increase  in 
ARM  loans  may  have  limited  the  nse  m  average  asset  yields 
in  the  second  quarter,  to  the  extent  that  these  loans  otteri 
cany  below-martiet  interest  rales  (or  the  (irst  year.  Real 
estate  loans  secured  by  commeroal  properties  increased  by 
$4  7  billion  Loans  lor  real  estate  constaicnon  and  develop- 
ment was  the  only  category  of  real  estate  loans  that  declined 
dunng  the  quarter,  falling  by  $1 .4  billion. 
Lxians  to  individuals  had  the  highest  rate  of  growth  in  Ihe 
second  quarter,  increasing  by  $16.7  billion  (lour  percent). 
Credil-card  balances  grew  by  $8.1  billion,  while  ottier  con- 
sumer installment  loans  increased  by  $8.6  billion.  Commer- 
cial and  industnal  loan  growth  conDnued  to  accelerate,  as 
total  C&l  loans  grew  by  $15.4  billion.  C&l  loans  have  in- 
creased in  four  of  the  last  five  quarters,  after  shnnking 
steadily  dunng  the  previous  three  years. 
Banks'  secunties  holdings  lell  by  $6.5  billion,  the  first  decline 
in  more  than  three  years  An  increase  in  hoWings  o' i™"^" 
gage-backed  secunues  was  more  than  offset  by  a  $9.7-bil- 
llon  decline  in  U.S.  Treasury  secunties.  Roughly  $5  6  billion 
of  the  decline  in  Banks'  secunUes  was  due  to  depreciauon  of 
"available-for-sale"  secunties  caused  by  nsing  interest  rales. 
Under  new  acccjnting  rules  established  by  the  recently-im- 
plemented FASB  Statement  1 1 5,  the  $5.6-billion  drop  in  tair 
value  ot  banks'  available-lor-sale  secunties  is  rellected  m  a 
decrease  in  their  equity  capital  account,  after  ad|iJ-;ting  lor 
tax  effects.  In  spite  ot  the  $3.6-billion  charge  to  capital,  the 
industry's  total  equity  increased  by  $4.3  billion  in  the  quarter. 
Retained  earnings  contnbuied  $5.3  billion  to  capital,  as 
banks  paid  $5.9  billion  m  dividends.  (Note:  aue  to  a  reporting 


error  the  first-quailer  1994  divkierid  tool  olS6SbilUor<shmm 
In  the  previous  Quarterly  Bankng  Profile  was  mcorrecL  The 
revised  aimunt  was  SS2  bdton.)  The  mcrease  in  equity  kept 
pace  wTth  asset  growth,  and  the  mdustr/s  eqmty-to-assets  ratio 
increased  by  asmgie  base  point  to  7.84  percent 
Noncurrent  loans  fell  by  $4  5  billion  in  the  second  quarter,  to 
$35  9  billion.  Much  of  ttie  improvement  was  in  noncun-ent 
real  estate  kjans,  which  declined  by  $2.3  billkjn.  r^hsncurrent 
commercial  and  industnal  loans  shrank  by  $1.6  bUlion.  The 
greatest  improvements  in  both  toan  categones  occurred  at 
banks  in  the  Northeast  and  West  regions.  Banks  in  these 
r»gi0f«  also  had  the  largest  increase  in  net  charge-otfs  Irom 
first-quarter  levels,  although  they  were  roughly  one-third 
tower  than  a  year  ago.  Compared  to  last  year's  second 
quarter,  net  charge-oHs  were  more  than  20  percent  lower  at 
banks  in  all  regions. 

The  reduction  in  noncurrent  kians  helped  lift  the  industry's 
reserve  coverage  level  to  $1  46  tor  every  dollar  ot  noncurrent 
k>ans  despite  a  $483-million  decline  in  total  reserves  Banks 
in  all  regions  showed  improvement  in  resen/e  coverage  in 
the  second  quarter.  Further  evidence  ot  a  broadening  trend 
of  improved  asset  quality  is  provided  by  the  increase  in  the 
number  of  banks  convening  reserves  into  income  through 
negative  kian-loss  orovisions.  In  the  second  quarter,  the 
number  ot  banks  reporting  negative  provisions  rose  to  408. 
from  348  in  the  previous  quarter  and  399  a  year  earlier.  The 
total  amount  of  negative  provisions  in  the  second  quarter 
was  $194  million,  up  Irom  $172  million  in  the  previous 
quarter,  but  well  below  the  $318  million  in  negative  provi- 
siorts  taken  a  year  ago. 

The  number  of  commercial  banks  reporting  at  midyear  fell  to 
10  715  a  net  reduction  of  124  from  the  end  of  March.  There 
were  12  new  commercial  banks  chartered  in  the  second 
quarter  while  tour  tailed  and  one  bank  liquidated  voluntanly. 
Mergers  within  the  industry  absort>ed  132  institutions,  and 
charter  changes  Between  savings  institutions  and  comrner- 
aai  banks  accounted  tor  a  net  addition  of  one  institution.  The 
number  ot  banks  on  the  FDlC's  "Problem  Usr  declined  by 
45  to  338  dunng  the  quarter,  while  the  total  assets  ot  -prob- 
lem" commercial  banks  tell  from  $53  billion  to  $42  billion. 


Commercial  and  Industrial  Loan  Growth  Rates* 
June  30, 1993  —  June  30, 1994 


~  Less  Than  0% 

d  Between  0%  and  5% 

■  Greater  than  5% 


•  Growth  rales  reflect  adiustmenis  lor  the  ' 

consoliaation  ot  one  D  C  Bank  wiih  S3  4  Billion 
In  assets  into  a  bank  oomialeO  in  Maryland. 
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i*0»71 

nMo 

14.*21 

4J0* 

1*410 

14.711 

74* 

(.001 

101 

10414 

4*02 

4.(1* 

«.702 


1.1 
•  * 
44 

-MO 
•0.7 
t-4 

•7».1 
124 

■MJ 
•4 

-124 
MJ 
140 


Fixe  Ouanony  Baniang  Prea* 

Second  Ouanar  19»4 


FDtC-lnauMd  Cornnaroal  Bm*s 
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TABLE  IH-A.  Rf«t  H«H  199<,  FDIC-lnturxl  Commrclal  B«nks 


mSTHALf 

Numxrcx 
ToWanaam 
Total  daoowa  (i 


•ntufutions  fflciofwg... 


(• 

%  o(  unpfoAubi*  H 
%oln<nu»n><M 


Asa«i  So*  Oiatrfeuinn 


M 


in       $100 

$100  ID 

$1 


$1 


$10 


Gaogf  iphc  OatrbMion  by  Raqico 


fun  $10  I 
BAon 


Nortft-      Soutfi- 


Md-      Soux- 


Canm 


10.71S  ! 

$3J92.S  I 

2.765.»  ! 

22JS1   I 

3.7  1 

««.6  i 


7558 

$3262 

2«48 

1M2 
4  1 
48.1 


2.774 

$6787 

5888 

4.033 
^6 

51 J 


326 

$1.079  4 

778.1 

7,472 

3.0 

880 


55  S52 

$1.8103   tl.5264 

1.134.4  I  -   9S3.0 

8.874  i      7^56 

0.0  61 

63  6  >        57.9 


1.788 

$8136 

463  3 

3.703 

3.1 

56.5 


2J51 

$6393 

471 J 

3.724 

3.4 

4S.1 


2.667 

$2511 

1936 

1*44 

1.8 

47i 


1.899 
$293  5 

241  9 

1.748 

2.6 

41  7 


WM 


1.158 

$5687 

442.8 

3J07 

9.5 

60J 


(I 

YWdontamng  aauts. 

Coal  d  iwidmg  aarwig  aasan. 

Nal  tfUraat  matgir _ 

NonMafMl  fficoTw  lo  aairwig 
NofwUfvai  ai^wa  lo 
NM  oparaitfiQ  mcofna  to 

Ratum  on  aaasis. 

Ratum  on  apuity — 

Nat  chafga-ofts  to  loans  and 
Loan  loaa  proviacn  lonai 


%) 


7.54 
3.21 
433 
2.24 
423: 

1.141 
1  17 

14.82 
053 

96.48 


7.40 

2.n 

4.63 
1.18 
3.84 
1.16 
1  17 
11J9 
017 
157.06 


7J9 
2.60 
470 
1.41 
3.94 
1  19 
1  20 
13.59 
032 
121.00 


740 
2-70 
470 
2.81 
4.50 
1J8 
1  40 
17.10 
0.64 
105.53 


7  72. 
3.86 
3J6 
2.56 

4.27 
0.97' 
1.01 
1454 
0.59 


8.13 
415 
3.98 

^84 

444 

1.04 

1  08 
14.91 
0.83 


714 
i77 
4.37 
1  64 
3.8S 
1.20 
122 
15.27 
0.23 


713 
2.88 

4.25 
1  62 
3.72 
1.17 
1.19 
1476 
0.29 


741 
279 
462 
239 
4  29 
1  46 
1  47 
1684 
0  40 


672 
245 

427 
1.69 
400 
1.18 
1  19 
U.25 
010 


745 
2.34 
5.11 
2.38 
484 
1.17 
1  18 
1360 
062 


81.02        91.19       110.40       128.35 


117.79       107  63         84  68 


(%) 


Loana  and  laaaaa 

NoncufTanf  loans  and  laaaaa 

Noncurram  assau  plus 
omar  rsal  asiais  ownad  to  aaaata... 

Equ^  capAai  rats 

Cora  capital  (tavanqa)  ra&o 

Nal  loana  ana  laaaas  n  daposiis 

OrevOi  Rataa  (yaar-ls-vaar,  %) 

Aaaals. _ „ 

Equiiye 


2.36 
145.99 

1.27 

784 

7.70 

78  J8 


3.4 

S6r 


1  70 
140  J5 

0.97 

991 

9.97 

81.37 


1  79 
13ai5 

1  14 
889 
8J6 
88  55 


^35 

159  47 

1  16 
824 
8.03 

84  50 


2.72 
143.37 

1  43 
683 
6  64 

83  38 


2.86  1  S3 

128.72  18143 

162  0  88 

7.11  8.04 

716  7  92 

8101  80  03 


3J 

tOJ 


5.2 
8.5 


179  55 

078 
799 
799 

79  85 


22 

•07 


1  93 
180  58 


77 
85 


1  79 
172.32 


20 
■21  4 


2.77 
13819 


0  86  0  79  1  70 

8  81  8.44  8  63 

8  73  811  7  92 

78  21  59  49  80  70 


08 
18.6 


Noncurrani  aaaals  plus 
othar  raal  astaia  ownad... 

Nat  Oiafoa-oift 

Loan  loas  prov«gn 


-36  6 
■354 
■38.6  > 


-379         ^342  -299 

-3S3         -402  -365 

-36.5         -48.2         ■39.3 


■25  2         -34  0         -40  0 
■21  6  -53  7         -34  4 

-26  4  0.8  -44.3 


pmoD  rmsT  hal  ves 

(Th9  wwy  n  wmM , . . ) 
Ni^near  ol  mauuiions. 


Tom  aaaais  (n  bWiont).. 


(%).. 


Nal  diarga-oila  10  loans  « laaaaa  (%) 


Noncurrsni  aaaals  plus 
OREO  »  aaaais  (%)... 


Equcy 


>  (%) - 


:993 

11.199 

8.089 

2.737 

319 

54 

895 

1J70 

2.454 

2.744 

1.988 

1^48 

1991 

12.154 

9.075 

2.712 

321 

46 

1.038 

1.935 

2.681 

2.921 

2.128 

1.451 

1989 

12.945 

10.083 

2.486 

336 

40 

1.093 

1.960 

2.684 

3.064 

2.446 

1.498 

1993 

$3  569  3 

$340.7 

$867  1 

$1.010  7 

$1350  8  »1 .348.4 

$5684 

$587  0 

$2391 

$286  3 

$540  1 

1991 

3.3773 

357  5 

664  1 

1  058  2 

1^97  6 

1.276.7 

5094 

5531 

2266 

265  7 

5459 

1989 

3.208.9 

3718 

5887 

1.042.9 

1.203.4 

1<275.6 

4577 

5203 

207  4 

258  1 

487.7 

1993 

1J0 

1^5 

1  22 

1  28 

1.12 

1.08 

122 

1i9 

1  43 

1,59 

1.05 

1991 

060 

0.97 

079 

0.53 

047 

0.31 

0.63 

0.92 

1  13 

064 

0.72 

1989 

0.91 

089 

0.95 

086 

0.92 

0.87 

098 

1  08 

1-15 

005 

1  10 

) 
1993 

0.87 

0.30 

050 

093 

1.10 

1J5 

042 

0.50 

056 

02S 

096 

1991 

145 

058 

0.82 

163 

181 

118 

1.02 

076 

1,00 

1  30 

I  12 

1989 

0  89 

065 

064 

0.87 

1  10 

091 

047 

0.67 

0  92 

1.79 

1  05 

1993 

218 

ia 

1.58 

1. 91 

2.81 

295 

1.45 

1.21 

iai 

1.23 

298 

1991 

3  24 

1  78 

110 

3.17 

429 

4  74 

2.41 

1.78 

1.56 

259 

300 

1989 

2.28 

1.93 

1.82 

l.«4 

316 

2.52 

1.23 

129 

1  59 

477 

264 

1993 

789 

9.80 

8.83 

8.20 

6.94 

7.14 

794 

8.14 

8.94 

8.24 

876 

1991 

6.71 

9.10 

7.8$ 

8.74 

545 

5.94 

719 

735 

808 

6.77 

683 

1989 

6  44 

9.07 

754 

8J8 

517 

8.06 

7.02 

689 

7.84 

584 

816 

*Naw  aoeounang  niMs  sndW  rseonng  oaiaa  bacanw anacnva  Marcn  31 .  1994  Saa  Notss  to  usara.  pp  I8-19 


M..»...^_r-~-w_-..  r... n—-.--^— ,,  ..,^^,  •lsi-|ii»-ii  iiasaaiiiiasns  r 

Rtiooa  isiano.  varnioni  U.S  Vagn  isivos 
5e»itri«aa»-  Alaoama.  nonda.  Gaoi»a.  >lisaiiSM>.  Noigi  CanHna.  SouX  Cawina.  Tai 
Cantrai  —  lanoM.  inoana.  K ^^-' '^'- 


ma.  Oaoraia.  Maaaaaa. 
Ksmucxy.  Ucfugan.  Ohio. 

Mnnaaala.Uaaoun.Naen 


,_^. . '.  Naoimaai  Nonn  Dakota.  Souoi  OaKoia 

SaMMaaal-  Aiunsaa.  Lou^ana.  Na»  Manoo.  Onwioma.  Taxas 

MKast  — Alaska.  Annna.  CaMonna.  Colorado.  Hawaa.  idano.  UoniMw.  NavaM.  Oagon. 

PDIC-lnsurad  Commercial  Banks  4 


■  Hampanaa.  Naw  Janay.  Na«  York.  Pannaytyana.  Puano  Rco. 
I.  VHfrm.  Waal  Vogna 

Ulan.  Waanaigion.  wyonang 

FDIC  Ouailariy  Bonking  Prefia 
Second  Quarter  1994 
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TABLE  IV-A.  S>cond  Qtiftf  1994.  FDIC-)n»ur6d  Commfcf I  B»nM 


Aaa«  Sua  OOTSuaon 

Qaoonphc  Qjawtuami »  Haaen 

1 
Ai 
Inaatiaena  ' 

Laaa 
liantiao 

uaon 

1100  Minn 

10 

(1B«on 

t1B>on 

10 

tlOMon 

Qraaar 
tm\  $10  r 
Sttm 

Eaai 

Waal 

wcofie  owiMTBt  ^raamntr 

(Ttrnwrnrfm...) 

Notm- 

•aal 

SouW- 

aaai 

CmrM 

was- 

•aai 

Soun- 

Waal 

TotU  m«W  (n  BAon*) 

10.71S 
UJ924 

2.7659 
IlilO 
4.1 
54.0  ' 

7.74^ 

SJ4. 
4.40 
2.23' 
4.26 

1.14 
1  16 

14.61  1 
0.57 

69.75 
I 

*M 

(.46: 

• 

-32.15 

-34.97' 

i 

1  17 
055 
068 

0.90 
1.71 
1.05 

7«8 
6326.2 
2S46 

971 
4  4 
52.6 

7.54 
2J1 
473 
1.19 
368 
liO 
1  19 
1206 
0  21 
134.29 

1J1 
076 
0.84 

0.34 
068 
0.76 

2.774 

1676.7 

566.6 

2.029 

3.2 

SS.6 

7.54 
275 

479 
1.43 
3.96 
1.21 
1  21 
13.56 
038 
11226 

1,19 
076 
0.95 

0S6 
093 
0.70 

326 

I1J79.4 

no.i 

3.686 

3.4 
UJ» 

7M 

282 
472 
264 
454 

1J6 
138 
16.72 
066 
104.62 

1.33 
042 
0.79 

096 
1.72 
0.93 

55            652 

$14104  fl  J26.4 

1.134  4        953.0 

4.525        3M6 

3.6            69 

(74  1       624 

746  i        6.41 
4.04 :          4  35 
3451        4.06 
2411        279 
442 1        4  55 
0471         049 
1.01,         1.03 

14.751       14.46 
0  63'         0  93 

70.56        63.33 

•    ;        5,55 

-  ■-       13.61 

■     1      -26.90 

-  '     -33.71 

i 

1,04           1,03 
040           0^3 
0.94           0.87 

1.12           138 
232           279 
141            1J0 

1,786 
$613,6 

4634 

1401 
34 

61,0 

74( 
265 

445 

1.56 
343 
tJ4 
125 
1544 
0.22 
10719 

6.95 
462 

-45.26 
-45.12 

1« 
066 
0.96 

0.45 
1  10 
0.51 

2J51 
(6384 

471.2 

1416 

14 

4(J 

7.28 
3.0O 
4.26 

1.66 
3.75 
1.19 
1.21 
15.09 
031 
115^7 

335 

0.99 

■31.07 
-34.74 

1,31 

0  92 

1  07 

049 
083 
0,75 

2.(67 

$251  1 

1934 

952 

24 

496 

760 
249 

471 
246 
449 

1  55 

1.62 

1736 

040 

11443 

790 
7.54 

■21.75 
-19.69 

140 
1  IS 

1.06 

0.56 
1.09 
0.90 

1499 
$2935 

2414 
650 

304 

645 

2$2 
433 

1  64 
4.00 
1.16 
lis 
13.77 
013 
109  90 

246 
■549 

■53.06 
71542 

146 
0.65 

■0  05 

030 
1.37 
1.93 

1.156 
(S667 

Mm  wKorm  («  n>«on4) 

%  01  uVRXMaCM  nauaona  ._ 

VMM  on  Mmng  UMU. 

1.691 
94 
61( 

762 

^Mt  opamng  nnnio  10  UMO...... 

n«tufTi  on  UMts _ 

5.19 
2.40 
447 
140 
1  19 
1347 

NX  cfivg^-ofli  10  torn  and  laasa*. 

OrawOi  Rataa  (yaar-w-yaw,  %) 

0.66 
(340 

1  73 

Nalir«tfTw 

2045 

Na*  tfw/ga-offs 

Loan  loaa  ^^uvl^tfo. . — 

#>Ron  secom  ouahtchs 

(Tht  mmr  1 1— ■  ■  ■ ) 

Ralum  on  aaaau  (%| 1993 

1991 

..     1969 

1993 

_ 1991 

- 1969 

■36.30 
■4240 

1  04 

044 

1  04 

107 
1.09 
1.15 

FDtC  OuanaiV  Bantong  Profit* 
Sacood  Quarter  1994 


FDIC-lnsurad  Commafoal  Bank* 
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TABLE  V-A.  RmI  Estate  Loan  Parlormaoca  and  Othar  Raal  Eatata  Ownad,  FOIC-lnsurad  Commarcial  Banks 

M 

Aawi  Sla  OMiBiffon 

Gaotrapfae  OMrCuaen  by  n*gnn 

(MnSiW 
MSen 

tlOOMAon 

10 

tlBBen 

(IBOm 

to 
tlOBaen 

Qnmm 

(witio 

BHon 

Eui 

WM 

jiM3e,it*4 

MM 

Souov 

•IMI 

SouOv 

VWMI 

r«ra*M  el  iMn*  304*  On*  ^Ml  0«n 
M  Bam  nond  by  rMI  mom  - 


UuWwTMy  rMdanon  ivai  MtaH- 

1-4  Famy  rtadwiur 

Honwtquity  loans... 


CoRmoroal  RE  Km  noi  mcuM  by  nn  Maa.. 
Poraoni  e<  Loan*  Mene«ai«M** 


Ctf  MUKtii^wi  sod  Owvtoc^'ianL— ~ 

Commafoat  rvar  wlals 

kkibfanwy  r*s«iamial  raal  aaUH.. 

1-4  FanWy  ramaiaiar 

HonM  squay  loana. 


Coiiiiiaiual  RE  toana  not  aacurad  by  raai  i 


PafcanI  o4  Loana  Oiafgad-oW 

(not,  aMHjaUaad) 

Al  raal  attaia  toana 

Conavucoon  and  dat^iopniant...^. 

CofTvnafoal  raal  aataia 

tMiifanwy  rauMmial  raal  aataia... 
t-4  Fanfy  raaadanuT 


Homa  aquity  loana. 

Comnaroai  RE  loans  no)  aaeimd  by  taala 

Total  toana  OuMandlng  (In  bWlena) 

At  raal  aaoia  loans 

Conatnjction  and  dwaMpmani .^i . 


IvkiManty  rasidaniial  raal  aataia 

1-4  Family  rawtanuT 

Moma  aqurty  loa»« — 

Commarcial  RE  loana  not  aacurad  by  raal  aalaft... 

Onwr  Raal  Eaiaia  Ownad  im  mMona) 

Afl  othar  raal  astaia  ownad 

Corwtruction  and  davalocmanL 

Commarcial  raal  astaia ...„..■,.,■...,..„ 

Uuitrtamiry  rasidanhai  raal  aataia. 

1-4  Famty  raaOantiaL 

F«ml«io - _ 

Omar  raal  astaia  oamad  »i  lera^  oWleaa. 


1.2S 

13S 

1.11 

1i7 

'   1*3  , 

1.88 

1.06 

1.11 

0.79 

1.12 

1J2 

1.M 

0J8 

1.48 

^03 

1.58  • 

2.17 

IJ8 

1.82 

0J8 

1J5 

152 

1.40 

108 

1.02 

07 

194 

2.15 

0.80 

1.02 

079 

0.9a 

1.77 

i.oe 

1.02 

0.S3 

1J4 

1.07 

1  68 

0.62 

1  14 

0.86 

051 

1.01 

1J7 

1.50 

1J!1 

\X 

Ii9 

1.48 

1.26 

1.19 

0.83 

121 

1.22 

0.7D 

1.16 

a75 

0.65 

069 

OM 

0.51 

0.54 

0*7 

1.70 

0.61 

1.18 

1.27 

0.62 

1.05 

\ 

1.68 

0.70 

0.99 

0A« 

0.43 

1.10 

12* 

1.18 

1.48 

^02 

3J1 

3.51 

1J7 

1J1 

1.21 

1J3 

3.08 

(05 

142 

2J6 

5.17 

1118 

9.91 

2.14 

338 

1.23 

1.13 

11  07 

3.48 

\M 

2-11 

311 

iM 

5.80 

2.09 

172 

2J5 

M5 

4.38 

3.27 

1  67 

2.28 

2.82 

5.00 

5.37 

1.59 

1  10 

2ST 

1.22 

5J1 

1.08 

0J7 

0.92 

103 

1.29 

1.60 

0.7S 

0.78 

0.53 

0J1 

1.29 

0.53 

0.70 

0.58 

OJO 

0.51 

0.74 

0J1 

032 

0.18 

1  12 

0.53 

&20 

i.sa 

1.24 

1.44 

4.14 

8.49 

2.33 

1.13 

2.(1 

0.«1 

1.33 

0J3 

C.08 

0.18 

027 

0.59 

0.77 

o.os 

0.14 

0.00 

-0  03 

0.40 

0.74 

0.15 

052 

OST 

1.22 

IM 

-0.05 

0M9 

0.08 

-010 

0.70 

OM 

007 

0.19 

0.4S 

1.22 

1.47 

0.12 

0.19 

-0.07 

-0.08 

058 

049 

0.24 

036 

0.43 

0.72 

1.24 

0.06 

0.19 

-0.11 

•0.12 

0.64 

0.13 

005 

008 

Oil 

02 

0.31 

003 

003 

0.04 

003 

017 

0.2S 

017 

012 

015 

039 

0.26 

007 

004 

O01 

008 

053 

0.60 

0J7 

0.15 

0.13 

0S4 

108 

0.06 

0*3 

-0.15 

•0J1 

Oi» 

t»43« 

saao 

S2266 

1292.5 

S32S9 

82718 

S2002 

t1645 

S62J 

S664 

SI78.7 

626 

6.2 

153 

214 

19  7 

148 

149 

100 

3.6 

53 

14  1 

27S0 

27.2 

769 

924 

78  5 

738 

601 

51.0 

16  6 

206 

528 

30.5 

i4 

8.4 

10.2 

96 

8.0 

6J 

59 

23 

21 

6.0 

4563 

496 

106.0 

139.0 

161.8 

126.9 

102.5 

790 

30.5 

351 

824 

734 

2J 

12.8 

268 

313 

28.2 

12.7 

13.0 

2.4 

0.8 

183 

16.7 

0.3 

1.2 

*3 

11.0 

5.7 

^3 

1.9 

OS 

08 

5.S 

113^8 

S««7 

S2.346 

U.628 

87J16 

87.042 

SI  .606 

SI  .032 

S552 

S793 

S2.250 

2.676 

144 

5«3 

883 

1.083 

1.089 

459 

246 

104 

135 

642 

6«7 

468 

1.107 

1.2S5 

3.997 

3,715 

809 

546 

339 

467 

9«2 

660 

43 

131 

101 

384 

408 

36 

59 

20 

26 

112 

1.992 

281 

486 

349 

897 

896 

276 

164 

60 

115 

482 

191 

68 

58 

24 

41 

16 

27 

18 

29 

50 

52 

919 

0 

0 

7 

913 

919 

0 

0 

0 

0 

0 

'ExciubM  tvim*  •Quity  tovu. 

"n-toncun^n  to«n  raiM  raprnvnt  tha  parcanugt  of  loani  tn  •acn  caMgory  thai  ara  pad  dua  90  daya  or  mora  or  V\m  ara  n  nonaccmal  status. 
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SAVINGS  INSTITUTION  PERFORMANCE  —  SECOND  QUARTER,  1994 


•  Savfngs  Institutions  Earned  $1.9  Billion 

•  Equity  Capital  Increased  To  Over  8  Percent  Of  Assets 

•  Troubled  Real  Estate  Asset  Rates  Fall  Below  3  Percent 

•  Two  Savings  Institutions  Fall  During  The  Quarter 


P(1vat»-sactof  insured  savings  institutions  samed  SI  .9  U- 
lion  inihe  sacond  quarter  of  1994,  (or  an  annualizsd  return 
on  assats  (ROA)  of  0.75  percenL  Nat  income  was  SS62 
million  higlier  ttian  m  tfia  first  quarter  and  S1 1 1  minion 
higher  than  in  tfte  second  quarter  of  1993.  NInaty-threa 
percent  of  all  savings  irutitutions  were  profitable  in  the 
quarter.  The  provision  tor  loan  losaas,  iwhich  totaled  $709 
million,  was  S648  million  lower  than  a  year  ago,  when  a 
S433-million  provision  was  taken  by  one  large  institution. 
Relative  to  the  previous  quarter,  noninterast  income  in- 
creased by  S209  million,  artd  overhead  expenses  dedirwd 
by  S97  million.  Almost  all  of  the  second-quaner  profits 
consisted  of  net  operating  (core)  income,  sirtce  nonrecur- 
ring iterrts  (security  and  exnaordinary  gains  or  losses) 
totaled  only  S2  million.  The  $1 .9  billion  m  core  net  opereting 
irKome  was  a  S429-million  increase  over  the  previous 
quarter.  Core  earnings  this  quarter  were  the  secortd  highest 
since  quarterly  reports  were  first  filed  in  1984,  after  the  S2 
billion  reported  in  the  first  quarter  of  1993.  Eamings  tor  the 
first  half  of  this  year,  at  S3.1  billion,  ran  almost  SI  billion 
behind  trie  first  half  of  1 993,  wtien  eamings  were  bolstered 
by  accounting  actjustments. 


Quarterty  Net  Income.  1990  —  1994 
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Savings  institutions  maintained  net  interest  margins  de- 
spite a  rise  in  interest  rates.  Tt>e  average  margin  in  the 
second  quarter  was  3.40  percent,  litda  char>ged  from  3.41 
pen»nt  In  trie  first  quarter,  but  down  from  3.56  percent  a 
year  ago.  Over  the  past  year,  average  asset  yields  have 
declined  faster  than  turxling  costs,  but  tx>th  rose  slighDy  in 
trw  second  quarter.  Margins  widened  at  all  Insttubons  with 
less  tt>an  S5  billion  tn  assets,  as  their  asset  yields  increased 
slightly  taster  ttian  their  funding  costs.  Institutions  with  over 
S5  billion  in  assets  stiowed  a  drop  in  their  net  interest 
margin  from  3.18  to  3.11  percent. 

Eamings  did  r>ot  increase  in  all  regions  of  ttw  country.  Net 
iiwome  in  ttie  l^idwest  Region  leU  by  $67  million,  to  $47 
million.  Experues  associated  with  otmi  merger  accounted 
tor  most  of  ttie  dedirw  in  earnings  for  that  regKXi.  Thntts  in 
the  West  Region  improved  eamir>gs  by  $437  million,  to 


$367  million,  from  a  net  loss  last  quarter.  This  region 
reported  an  annualizsd  ROA  of  0.46  percent  in  the  second 
quarter  even  though  one  out  of  every  f)vs  (21  percent)  of 
the  thrifts  in  the  West  Region  lost  money.  All  omer  regiorts 
reported  average  annualized  ROAs  of  0.88  percent  or 


Savings  institutions  in  ttie  West  Region  conbiHje  to  sach- 
fice  eamings  in  order  to  improve  ttieir  fir\ancial  condition. 
For  ttw  first  half  of  1994,  they  had  the  highest  net  ct^arge-off 
rate  on  laal  estate  loans  (0.86  percent),  with  the  Northeast 
Region  a  distant  second  at  0.39  percent  California  lf\nns 
account  for  most  of  tt>s  real  estate  probleiTts  in  the  West 
Region.  They  reported  a  $45-million  loss  for  the  first  halt  of 
1994,  for  an  annualized  ROA  of  -0.03  percent  Callfomia 
institutlona  hold  27  percent  of  all  savings  institution  industry 
assets,  but  they  accounted  for  59  percent  of  ttte  loan-loss 
provisions  arvl  68  percent  of  net  charge-offs  on  real  estate 
taken  by  the  industry  in  ttte  first  half  of  1994. 


Pyon! 


Troubled  Real  EsUte  Asset  Rates,* 
by  Region,  1990—1994 
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Real  estate  mailcet  improvements  helped  to  strengthen  the 
Industry's  balance  sheet.  Troubled  real  estate  assets  — 
noncunent  real  estate  loans  and  omer  real  estate  owned 
(OREO)  —  (ell  by  almost  $2  billion  dunng  the  second 
quarter.  Troubled  real  estate  assets  compnsed  2.83  per- 
cent of  total  real  estate  assets,  down  from  3.17  percent  last 
quarter.  This  marks  the  first  time  that  troubled  real  estate 
asset  rates  have  fallen  betow  three  pen»nt  since  savings 
institutions  began  uniform  reporting  of  rxxicurrent  assets  in 
1990.  Noncuneni  real  estate  loans  decreased  by  $692 
million  dunng  the  second  quarter  and  other  real  estate 
owned  fell  by  over  $1  billion.  A  tew  large  mstitutiorts  took 
restructunng  charges  in  tt>e  previous  quarter  in  order  to 
remove  noncuneni  toans  and  OREO  from  their  books. 

Total  assets  increased  this  quarter  by  $2.4  billkxt,  to  S999 
billion.  Loans  secured  by  1-4  family  residential  properties 
increased  by  $5.6  billion  (one  percent)  from  last  quarter  At 
the  same  time,  sacunties  increased  by  $4  8  billkxi  (two 
percent).  Asset  growth  was  partially  offset  by  a  Si  -billkxi 
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drop  in  OREO  and  a  $7-billlon  drop  m  othar  assets,  mostty 
casti  equivalents  and  short-term  liquid  assets.  Savings 
Institutions  continue  to  sMIt  their  funding  from  deposits  to 
borrowed  funds.  Dunng  the  second  quarter,  deposits  de- 
clined by  $9.4  l>tllion  while  other  txjrrowings  increased  by 
S1 2.7  billion. 

The  ratio  of  loarvioss  reser/es  to  noncurrent  loans,  of 
•coverage  ratio."  reached  72  cents  for  each  dollar  of  non- 
current  loans  at  the  end  of  the  second  quarter.  This  ratio 
continues  to  improve,  up  from  70  cents  at  the  end  of  the 
first  quarter  and  60  cents  a  year  ago.  Noncurrent  loans 
dropped  by  $940  million  while  loan-loss  resen^es  de- 
creased by  $31 5  million  (four  percent)  dunng  the  quarter 
as  net  charge-offs  exceeded  provisions  by  25  percent 
The  irxJustry"s  equity  capital  ratio  increased  for  the  fifteenth 
consecutive  quarter,  to  8.01  percent  of  assets.  Equity 
capital  ctimt>ed  by  $638  million  dunng  the  quarter  and  is 
now  $4.2  billion  higher  than  a  year  ago.  After  paying 
dividends,  thnfts  retained  $1 .3  billion  of  their  earnings  this 
quarter.  Savings  institutrons  also  raised  about  $850  million 
in  capital  through  stock  sales.  The  increase  in  thnfts'  equity 
capital  this  quarter  was  partially  offset  by  almost  $700 
million  in  unrealized  losses  on  securities  classitied  as  avail- 
able-for-sale  under  new  accounting  rules  adopted  this  year 
(FASB  115).  There  was  a  net  shift  of  $764  million  in  thntt 


equity  capital  to  the  commercial  bankirfg  irvlustry  through 
mergers  and  charter  changes  dunng  the  quarter. 
The  number  of  insured  pnvate-sector  thnfts  in  the  irxJustry 
shrank  by  23  in  the  second  quarter,  to  2i17.  Savings 
irwtitutions  had  a  net  transfer  of  $9.6  billion  in  assets  to 
commercial  tanks,  as  commercial  banks  continue  to  ac- 
quire thnfts.  Dunng  the  quarter,  1 9  savings  institutions,  with 
$9.7  billion  in  assets,  merged  with  or  convened  to  commer- 
cial banks;  three  commercial  banks,  with  $131  million  in 
assets,  were  merged  into  savings  institutions.    Savings 
instrtuboris  also  acquired  1 3  Besolulion  Tnjst  Corporaton 
(RTC)  oofwervatorships,  with  $2  7  billion  in  assets,  during 
the  quarter.  Consolidation  within  the  thnft  irtdustry  ac- 
counted for  a  reduction  of  12  institutkxa.  Dunng  the  quar- 
ter, 23  mutual  savings  irwtitutions.  with  $4.5  billion  in 
assets,  converted  to  stock  ownership. 
Two  savings  institutons  failed  in  the  second  quarter  —  one 
insured  by  the  Bank  Insurance  Fund  (BIF)  and  one  by  the 
Savings  Association  Insurarwe  Furxl  (SAIF).  These  are  the 
first  failures  since  the  third  quarter  of  1 993.  The  number  of 
"pnjblem"  savings  insututions  continuos  to  shnnk.  At  the 
end  of  trie  quarter,  there  were  95  "problem"  institutions,  with 
$71  billion  in  assets,  compared  to  118  institutions,  with 
assets  of  $89  billion,  at  the  end  of  the  first  quarter. 


Troubled  Real  EsUte  Asset  Rates* 
June  30. 1994 
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ALL  FOIC-INSUREO  INSTITUTIONS 


•  Loan  Gro¥rth  Paces  Gain  In  Total  Aaaeta 

•  Total  DapoaltB  Fall  For  Second  Consecutive  Quarter 

•  Six  Institutions  Fall  In  The  Second  Quarter 

•  BIF  Coverage  Ratio  Rises  To  0.93  Percent;  SAIF  Coverage  Ratio  Reaches  0.24  Percent 


Th«  nation's  12.932  pnvaie-saclor  FOIC-in*ured  institution* 
naconled  total  a«Mta  of  S4  69  thilion  on  June  30,  up  SS2 
MHon  (1.1  percant)  over  March  31.  Ijjan  growlfi  tof  tfta 
quarter  totaled  S63  billion,  led  try  1-to-4  family  mortgage 
lending  (up  $21  billion),  loans  to  individuals  (up  $18  billion) 
and  commert^ial  and  industnal  loarw  (up  $15  billion).  Total 
secunbas  declined  $1 .7  billion  Irom  March  to  JutM. 
Asset  growth  was  also  funded  by  a  greater  proportion  of 
nondeposit  liabilities,  as  total  deposits  dipped  slightly  dunng 
the  second  quarter.  Estimaied  deposits  insured  by  the  Banic 
Insurance  Fund  (BIF),  including  those  at  U.S.  branches  of 
foreign  banks,  declined  $8.2  billion  (0.4  percent)  dunng  the 
second  Quarter  estimated  deposits  insured  by  the  Savings 
Association  insurance  Fund  (SAIF),  irxHuding  ttiose  at  RTC 
conservatorships,  fell  $5.4  billion  (0.8  pendent).  Growth  in 
equity  capital  kept  pace  with  asset  growth  despite  the  impact 
on  capital  accounts  of  more  than  $4  billion  in  unrealized 
tosses  on  secunties  available  for  sale,  caused  by  nsing 
interest  rates. 

Six  FDIC-insured  institutions  failed  in  the  second  quarter  of 
1994.  after  no  insured  instituDon  failures  in  the  first  quarter. 
The  second-quarter  failures  included  (rve  BIF  memtiers  (lour 
oommeroal  banks  and  one  savings  bank)  and  one  SAIF- 
member  savings  institution.  Failed-insntution  assets  totaled 
$654  million.  On  June  30,  BIF  had  an  estimated  balance  of 
$17.5  billion,  or  93  cents  for  each  $100  of  insured  deposits. 
SAIF  had  an  estimated  tialance  of  $1 .7  billion  and  a  cover- 
age ratio  of  24  cents  (see  new  items  in  Table  M-C). 
An  institution's  insurance  fund  membership  and  pnmary 
federal  supervisor  are  generally  detennined  by  the  institu- 
tion's charter  type.   BIF  memljers  are  predominantly  com- 


mercial banks  supervised  by  one  of  the  three  federal  bankir>g 
agencies,  and  SAIF  members  are  predominantly  savings 
ir^stitubons  supervised  by  the  Office  of  Thnft  Supervision 
(OTS).  HOKVover,  charter  switches  and  deposit  acquisitions 
can  alter  V\»  relationsnips  amor>g  cr\arter  type,  pnmary  fed- 
eral supervisor  and  insuring  fund.  These  developments  are 
discussed  betow. 

"Sassei"  institutions.  Since  1969,  institutions  have  been 
permitted  to  switch  chatter  type  and  primary  federal  super- 
visor without  chiu>ging  insurance  fund  memt>ership  In  the 
second  quarter  of  1994,  11  SAIF-member  institutions 
changed  ctarters,  with  seven  t)ecoming  state-chartered  sav- 
ings Banks,  supervised  by  the  FDIC,  and  tour  becoming 
national  banks,  supervised  by  the  OCC.  On  June  30.  300 
SAIF-memt>er  institutions  were  subiect  to  supervision  by  one 
of  the  three  federal  banking  agerv:ies,  including  227  state- 
cttartered  savings  t>anks  and  73  commercial  banks. 
"Oakar"  deposits.  A  member  of  one  insurance  fund  may 
acquire  deposits  insured  by  the  other  fund,  but  this  portion 
of  the  acquinng  institution's  deposits  retains  coverage  under 
the  other  fund.  On  June  30,  1994,  652  BIF-memoer  institu- 
tions held  an  esomated  $154  billion  in  SAlF-msured  depos- 
its, or  22.2  percent  of  all  SAIF-insured  deposits;  and  34 
SAIF-memtjer  institutions  hehd  an  estimated  S5.9  billion  in 
BIF-insured  deposits,  or  0.3  pert:ent  of  all  BIF-insurad  de- 
posits. Including  SAIF  members  owned  by  bank  holding 
companies,  the  prtjportkin  of  SAIF-insured  dewsits  held  by 
BIF  members  and  SAIF  members  affiliated  with  BIF  mem- 
bers increases  from  22.2  percent  to  27.6  percent  ($191 
billion). 


Estimated  FDIC-lnsured  DapostU  by  Fund  Membership  and  Type  of  Institution 
June  30, 1994* 
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EatimatM  Inaurad  Oacoua 

BIF 

SAIF 

ToUl 

FOiC-msurvd  Co*Tvn«(ciai  Bantu „ 

10.715 

10.642 

73 

2.217 

1,612 

18 

U»4 

60S 

37* 
227 

12.932 

11.036 
1.894 

3.892.523 

3*76.486 
16.037 

999.150 

772.8*2 

73^75 

899  5*7 

226.287 
1(5.44* 
40,*4I 

4.891  873 

4.135.207 

75*4** 

2.785.873 

2.753.458 

12.414 

758.948 

572.453 

54.944 

517.509 

184.493 

150.753 
33.740 

3.S22.819 

2.999.155 

5t3.e«3 

1.722.413 

1.721.523 

891 

163.006 

22.670 
17663 
5  00* 

140  J35 

140.332 

3 

1.885.419 

1.879.518 

5.901 

122.916 

114  560 

8.355 

560  365 

523  839 

35^02 

488.636 

36.526 
3.768 
32.758 

683  J80 
153.531 
529,750 

1.845.329 
1  836.083 

SAlF-m«<iio» 

FOIC-lnturM  Sioinga  Imwiitiont 

OTS'SupwMM  SaMngi  mMuliont..- 

BIF -<"•"•« _ 

FbiC-Suo*fv««d  SiaM  Sawigs  Barfct 

9246 

723371 

546  509 

52  865 

493  644 

176,861 

BIF-m«ll«i«...._ _ 

%Nf-m9Mum 

144  100 
32.761 

i  Tel*l  r\\nm  Stlei  CoimmkM  mnt 

SAlF^nainbw _ _ 

2  568  699 

2.033  048 

535.651 

•     RTC  Con««r»»lon»W)t 

U.S  BnnetMt  or  Fofwgn  Banks 

16 
62 

1.199 
10J74 

7.*47 
3.**0 

0 
2J35 

7,776 
0 

7,778 
2.33S 

13.002 

4.914.548 

3334.34* 

1,9*7.754 

691  OS* 

2J7**tt 

•Ejciuoai  on*  M«^i«]u«>aang  uvnga  nattuoon  iMti  Ma*  *<an  61  makm  t\  SAIF^iauraa  aacoaaa 
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TABLE  l-C.  S«l«ctBd  Indicators, 

All  FOIC-lnMrad  Institutions* 

1994- 

1993- 

1993 

1992 

1991 

1990 

12.933 

»4J91.673 

3.S22J19 

433 

$113 

8 

$0.85 

13513 

$4,573^53 

3.468.530 

789 

$454 

29 

$8.57 

13.220 

$4,708,831 

3.528.256 

572 

'    $334 

SO 

$9  69 

13.652 

$4,535,791 

3.538.945 

1.063 

$592 

181 

$68 

14.482 

$4,543,612 

3.594.272 

1.436 

$819 

371 

$143 

15  158 

Toi*  BM^a 

$4  646  643 

TmalftepMKB 

3  637.267 

1  492 

$640 

383 

$145 

~AaolJuw30 


TABLE  ll-C.  Aggregate  Condition  and  Income  Data,  All  FDIC-lnsured  Institutions' 

(doHtllgunalHimlUeim) 

PralsKnary 

SndOuariar 

laQuanar 

2ndOuanar 

%Oianga 

1994 

1994 

1993 

932-942 

12.932 

13  079 

1,774.978 

1  773560 

COHOmON  DATA 

Toulau«t< 

$4,891,673 

$4,839,928 

$4,573^53 

7.0 

lAinft  sacurvd  by '*>'  nttl* 

1.532J86 

1  SO6.330 

1  494  636 

2.5 

960.281 

959.308 

949  517 

3  1 

90  796 

89  174 

93  515 

•3  9 

Muittim^  fMOtmm  prapany .     

94J83 

93.772 

92.470 

3.0 

Co<nm«roaJ  rMj  Mur* „ 

329.245 

325.862 

321.239 

3.5 

ConnueUMi.  dsvatopmani  and  land 

82.504 

82J12 

86.535 

-6.8 

Olt<«f  lui  MUM  io«n< _. 

46.074 

44.576 

42.876 

75 

CommarcaJ  t  industrial  loam 

574^37 

558.850 

543.606 

5.6 

476.618 

458.695 

436.869 

11.7 

Cradrt  rarrti  A  rvlatart  plans          _ _..._ 

168  067 

159  847 

147.298 

14  1 

OtfMr  loans  6  l«asss 

281.008 

278.442 

363.983 

6.9 

Lms:  Unaamad  ncoma  8  osMra  accoims 

17.031 

15.906 

16.847 

1.1 

2.847.216 

3,784.412 

3.71 1 .446 

5.0 

60.955 

61.753 

62.813 

■3  0 

2.788 .260 

3,733.658 

3.648  634 

52 

SaewiMs _ _    .       

1.140.416 

1,143.134 

1.074  194 

— 

OltMr  raal  slata  ownad _ 

Ooottad  and  otfw  sitangAlas.. 
AH  oOiar  assata...... 


Total  katnUwa  and  capital.. 

Oapotits „ , 

Ottiar  boTowad  hjnda 

Suboidinaiad  dabi 


Equty  capital 

Loans  and  laaaas  30-89  days  past  dua 

Noncurrsnt  loans  and  laasas 

Rastnjcturad  loans  and  laasas . „.. 

Dffact  and  ndract  nvastmana  si  raal  astua... 

Mongasa-backad  sacunnaa..- 

Eanung  assats.. 


Unusad  loan  commnmants - _ 

Including  ITTC  conmmtonhlpt  tnd  IBA't: 

Esisnatad  BIF.wisurad  daposiis _ 

DomastK  daoosits  (rsfacts  Oakar  ad|usmMnts|... 

BIF  bsianea  (unaudnad  ligurasl. ._ 

BIF  covarags  rmt»  (%)*—* „ _.. 

Estimslad  SAIF-tnsurad  daposfts „ 

Oomasac  daoosos  (raHacts  Oskar  adiuslnianli).. 

SAIF  baianoa  (unaudnad  Ivas) 

SAIF  owaiaga  rata  (%)— 

Estsnaiad  FOIC-«isurad  daposits.  BIF  snd  SAIF...„ 


19.061 

28.057 

919.879 

4.891.673 

3.532.819 

704  833 

39.963 

339.010 

385.046 

34.403 

47693 

15.035 

1.176 

545.584 

4269.511 

1.666.956 

1.887.754 

2.437.809 

17.490 

093 

691.057 

719.140 

1.663 

024 

3.578.81 1 


4.839.938 

4.573253 

3.533234 

3.468.520 

674  048 

572  J39 

39.764 

39.633 

232.735 

135.401 

380.147 

357.359 

39.793 

39.696 

53.163 

68.777 

15.651 

24238 

1.330 

1.509 

538.577 

522  426 

4239.783 

4.066265 

1.833.895 

1.425.773 

1.895.911 

1.893  947 

3.461564 

2.445.566 

15238 

6.769 

080 

0.36 

696.428 

714196 

735.794 

743.869 

1.418 

638 

020 

0.09 

3.593J39 

2.608.143 

-44.5 

11  4 


7.0 
1.6 


•13J 
-307 
■38.0 
•22.1 

4.5 
16.9 

■03 

•03 

1584 

•32 
-32 

160.5 

•1.1 


MCOtteOATA 

Total  iniarast  ncoma 

Total  marast  axpansa 

Nat  mtarast  incoina 

Pfuvwon  lor  loan  losaas 

Total  nonmtafast  ncoma.... 
Total  nonntafasi  sxpanaa... 

Sacunoas  gams  (kwsaa) 

AppScaM*  mcxMna  taxaa 

Extraordinary  gans.  nac 

Nat  ncoma 


Pratsnmaiy  Pratminary 

FnlHal            FrstHalf                            3ndaua(tar        3ndOuanar     %Changa 
1994  1993  %Chang« 1994  1993        932^942 


$156,596 

69J23 

87273 

6.970 

40.135 

83.168 

785 

13.4SS 

(193) 

35.406 


$156,171 
70.620 
85.551 
11291 
40.073 
81.856 
1.980 
11,455 
3226 
25236 


0.3 
•18 
2.0 
■38.3 
03 
04 
-60.3 
17  5 
NM 
07 


$80,383 

35.987 

44.396 

3.511 

20.129 

41,597 

187 

6.541 

6 

13.069 


$78,180 

35  061 

43.119 

5.665 

20.594 

41.039 

868 

5.951 

146 

13.081 


28 
2.6 
3.0 

■38.0 
■2.3 
1.4 

■78.5 
99 

■96.0 
8.2 


IM  RTC 

^^Iw  a  r  I'mnwi^  nuas  sndAr 
*— *Co««raga  rstct  mfma  ids 

All  FOIC-lnsured  Institutions 


msurancs  fund  balanca  as  s  psitjsisaus  ot  ssamslao 


■SMngs  MisoSAon.  raursd  Usiniiss  01  lorsqn  Banks  (laA't). 
Ms>oi3l.  199S  Sas  Notas  10  uawv  cp  is-i9. 
nsi^adovosAS 
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TABLE  t-0.  Selected  Indlcaton,  BIF-Member  D»potltorY  tn»tltutlon$' 


{doam  nguw  In  mUHotf) 

Nwntwr  o4  wdluQont  f*pOftno.» 
Totil  au«( 

Toul  d^pMiti 


^n*•■ 


19«3*' 


1993 


1992 


1991 


1990 


Nurnbcr  o<  pro«»m  mtwution* 

Aisats  ot  prat>l«m  inttrtutions  (in  MUons) 

Nurrbtr  ot  taitod/utistad  msMunont 

A»»«<s  o«  ttJKi/auatta  inttrtutioni  (in  b*on«).. 
~A«  o(  Juna  30. 


11.03S 

S4.13S.207 

2.959,155 

360 

SS4 

s 

S0.56 


11.541 

t3.8oe.e24 

2.879.640 

636 

t362 

23 

$2.61 


11^91 

t3.»49.479 

2.951 ,765 

472 

$269 

41 

$3.56 


11.813 

$3,711,525 

Z673,080 

856 

S464 

122 

S44 


12.305 

S3.660.42S 

2.881.739 

1.089 

$610 

127 

$63 


12.791 

S3.646.B38 

2,861.441 

1,046 

$409 

169 

$15 


TABLE  ll-D.  Selected  Aggregate  Condition  and  Income  Data.  BIF-Member  Depository  Institutions* 

(doilar  Hrnti— In  mMUona)                                               j  PnHmnvt 

I  2ndOuan*r  IttOuanar  2ndOu«n«r             %  Chang* 

j 1994 1994 19« 93^94:2 

Nun*w  o1  insWutions  raportnB. — - 11.038  11.172  11,541  -4.4 

CofTWTwre*!  banks I  10.642  10,767  11,131  -4.4 

Savmgi  *iftrtut>on« 1  396  405  410  -3.4 

Total  •nvtoy»M(futt-tim««quiv«l«lt) —  1.556.547  1.550.622  1.541,626  1.0 

CONOmON  DATA  | 

Total  asMtt - $4,135,207  $4,087,402  $3,808,824  6.6 

Loani  Mcurwl  by  raal  acuia,  total _ j  1.084.301  1.064.763  1.037.967  4.5 

1-4Fam.lyr»«iO»nlial - i  630.710  616.341  593.970  tJZ 

MulttarTHly  r«KJefiDal  prop«fly j  49.558  48.502  46.434  6.7 

CommefoaJ  r«al  Mtata 293.442  289.220  282.155  4.0 

Con»tnjc»on.  dev»topm»nl  and  land - 64.602  66,185  72.583  -11.0 

Commafoal  4  induitnalloani _ 568.850  553.581  537.887  5.8 

Re»«fv.  (Of  loaiM - ._. i  55.036  55.547  56.700  -2.9 

Total  dapouta -  i959.155  2.953,367  2.879.640  2.8 

E»t«T«l»d  «wur»d  dWJilt* 1033.048  2.033.255  2.017.081  0.8 

BIF-imurwl  dwowti  (eitimalad) _ 1.879.518  1.887.977  1.886.298  -0.4 

SAIF-naufKl  depoMt  (esttnated) 153.531  145.278  130.784  17.4 

Noncurrant  loans  and  l«a«M 39,926  44,723  59.027  -32.4 

Othar  raal  aaui*  own«l 15,053  16,985  26,271  -42.7 

Equity  capital. 325.320  321,134  300,294 

CAPITAL  CA  TEOORY  OtSTRIBl/TIOM  j 

^4u^lbar  ol  mstitutioni: 

Wal  capitaiized '  10.837  10,943  11518  -3.4 

Adaquataty  capitalizad 159  179  229  -30.6 

Undafcao<tali2«d _ 20  20  SO  -60.0 

Signrtx^ntly  undareapitalaed - ~ '  15  22  32  -53.1 

Ortjcally  undereapitalizad _ _ !  7  6  14  -50.0 

Total  aiiats: 

Wai  capitalaed $4,012,027  $3,930,803  $3,642,153  10.2 

Adequately  capiulttad - _ 118,661  150.104  149.450  -20.6 

Undercapitalized 2,028  1.415  9.085  -77.7 

Significantly  undereapitalized - - 1,645  4,029  7.157  -77.0 

Critically  undercapitalized : 846 1.051 979 -13.6 

PreUnmary  Pretinwiary 

>          FntHaN  rintHaH  2ndOuaner        2ndOua(lar     %Chang* 

INCOME  DATA 1994 1993        %Change  1994 1993  932-943 

^4«  intereat  incofne $75,903  $73,542  3.2  $38,672              $37,058  4  4 

Provwon  lof  loan  lo«t*« „ .               5.895  9.947  -40.7  2.962                  4.956  -40.2 

h4et  income „ - 23.382  21,748  7.5  11.787                 10.450  12.8 

Net  ctiaige-0«» _ - 8.117  9.897  -38.2  3.286                  5.293  -37  9 

HuiTbv  o1  imtitutiona repofling net  loaaee ' 411 568 -276 461 6^ -26.0 

'Exdudet  insured  orancnes  o<  foreign  banlu. 

"New  accounting  mlei  an^or  repoftng  detail  became  enective  Maicti  31 ,  1994.  See  Notes  to  Users,  pp.  18-19. 
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TABLE  l-E.  Selected  Indicators.  SAIF-Member  Depository  Institutions* 

1994" 

1993" 

1993 

1992 

1991 

1990 

NuntMf  o(  insSitutiont  fnpoitMiQ.....*^^^ *— 

1.694 

$756,466 

563.663 

73 

$59 

1 

$0.09 

1.972 

r64.429 

588.680 

153 

$92 

6 

$5.96 

1.929 

$757,352 

576.490 

100 

$65 

9 

$6.13 

2.039 

$824,266 

653.665 

207 

$126 

59 

$44 

2.177 

$883,187 

712.533 

337 

$209 

144 

$79 

2.367 

$1,001,604 

Totti  d«po»ils —         

Nufntwr  ol  probtow  institutions..  »^.  ».».......**.«»..».— »«». 

775.826 

446 

$231 

NumtMr  o(  l«il«d/asta«M  mdilutiont „ 

AsMt*  ol  tMlxyntatxl  incMutxxw  (m  billions) 

213 
$130 

"AsolJunaSO. 


TABLE  ll-E.  Selected  Aggregate  Condition  and  Income  Data.  SAIF-Member  Depository  Institutions* 


(OoUtt  tlgurf  In  mtmooat 


NumtMr  ol  iiwtitution*  raportiflo ~.... 

Conwnwaal  banks - 

Savings  institutions — „_..„.-„. 

Total  employMS  (tuU-tima  aquivalant) ___.. 

CONOfTIONDATA 

Total  assats _ -...._... 

Loans  sacurwj  by  raal  astata,  total - 

1-4  Family  (»sidantal — 

Multitamily  residantial  proparly „._ 

Commaroal  real  astata ~ 

Constnjction.  dsvalopmoni  and  land. 

Commaiaal  &  industnal  loans 

Rasstv*  lor  lossas -... 

Total  dapositt -.... 

Estimatad  insurad  daposits 

BIF-insurad  deposits  (estimated) 

SAIF-nsurad  deposits  (estimated) 

Noncurrent  loans  and  leases 

Other  real  estate  owned 

Equity  capitaL 


PreHmiimy 

2ndQuaner 

1994 


IstOuaitar 
1994 


2ndOuaner 
1993 


%Change 
932-94:2 


CAPITAL  CATeaORY  OSTmBUTION 

Number  ol  Institutions: 

Well  capitalized 

Adequately  capitalized 

Undaicapitalized 

Signiticantly  undercapitalized 

Critically  undeicapitalizad -... 


Total  assats: 

Well  capiUhzed 

Adequately  capitalized _ 

Undercapitalized 

Signiticantly  undercapitalized . 
Crmcally  undercapitalized 


1.894 

73 

1.621 

216.429 


$756,466 

448.085 

349,571 

44.724 

35.802 

17,902 

5,387 

5.919 

563.663 

535  651 

5.901 

529.750 

7,767 

4.007 

59.728 


1.789 

91 

7 

6 

1 


$661,347 

85.677 

2.623 

2,561 

4.056 


1.907 

72 

1,835 

222,936 


$752,526 

441.568 

342,967 

45^71 

36,643 

16.627 

5,269 

6.206 

569.867 

540.671 

5.584 

535.087 

8.439 

4,777 

59,013 


1.798 

98 

9 

2 
0 


$646,602 

99.520 

6.164 

220 

0 


1.972 
68 

1.904 
219.392 


$764,429 

456.669 

355.547 

46.036 

39.083 

15.951 

5.919 

6,112 

588.880 

560,764 

S.23S 

555.549 

9.749 

8.097 

57.065 


1.790 

137 

23 

14 

e 


$655,556 

78.014 
6.184 

19.154 
5.521 


•4.0 
7.4 
•4.4 

-0.4 


•1.0 
-1.9 
-1.8 
•2.9 
-8.4 
12.2 
•9.0 
•3.2 
•4.3 
•4.5 
12.7 
•4.6 
-20.3 
•50.5 


•0.1 
•33.6 
•69.6 
•57.1 
-87.5 


0.9 

9.8 

-54.4 

•86.6 

-26.5 


INCOME  DATA 


~l       PfeSminafy" 
I       First  HaN 
1994 


First  Hall 
1993 


%Change 


Preliminaiy 
2i>d  Quarter 
1994 


2nd  Quarter 
1993 


%Change 
93-2-94  ;2 


Nat  interest  income 

Provision  lor  loan  losses.. 

Net  income 

Net  charge-oHs 

Number  ol  institutions  reporting  net  losses.. 


$11,370 

1,075 

2.024 

1,268 

122 


$12,009 

1.344 

3,478 

1.061 

91 


-5.3 
-20.0 
-41.8 
19.4 
34.1 


$5,724 

549 

1281 

722 

132 


$6,061 

709 

1,631 

532 

96 


-5.6 
•22.6 
-21.4 
35.6 
34.7 


*E;<cludes  institutions  in  Resolution  Trust  Corporation  conservatorship  and  one  seN-liquidating  institution. 

**  New  accounting  njles  an«or  reporting  dataH  became  ellectiva  March  31 .  1994.  See  Notes  to  Users,  pp.  16^19. 
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Number  of  FDiC- Insured  "Problem"  Institutions 
1990  -  1994 

Number  of  Institutions 


2000- 


1500 


1000 


500 


1,492 


Commercial  Banks 
Savings  Institutions 


^■^^^     1.305     ,,^ 
s-^    BET-    — ^'227 


1.063 


^  =" 


12/SO      12/91      03/92     06/92      09/92      12/92      03/93     06/93     09/93      12/93      03/94      06/94 


Savings  Institution*   480        410        381        349        318        276       255       209        169        146        118  95 

Commercial  Banks  1.012      1.016         981        956       909       787        671        580       496       426       383       338 


Assets  of  FDIC -Insured  "Problem"  Institutions 
1990  -  1994 

S  Amounts  in  Billions 


1.000- 

1 

I 
800 


$819      S809 


■■■a  Commercial  Banks 
-■-'■z^.    Savings  Institutions 


12/90      12/91      03/92     06/92      09/92      12/92      03/93     06/93      09/93      12/93      03/94      06/94 


Savings  Inatltutlona   298        291        274        245        223        184        167        128        103  92  89  71 

Commercial  Banks     342        528        535        495        488        408        377        326        281        242  53  42 
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NOTES  TO  USERS 


Ty<i»  pubMcitlon  oontaina  flnandal  datt  and  ottwr  Monnatlon  tor 
depoiutoiy  instrtutton*  irwurad  by  itt«  Fadarai  Oapoad  Inaunnca 
Cotpontion  (FDIC).  Thaaa  nota*  ara  an  mtagral  pan  ol  iNa 
publication  and  provlda  Intormation  raganjing  tha  comparability  o( 
aoufw  data  arvl  raponing  diflarancaa  ovar  tima.  Tha  ntormation 
praaantad  In  tha  fO/C  Ouariw^  6anUn0  PnMSIa  ia  divWad  mio  iha 
nttowmg  groupa  o(  inatttutiona: 

FOiC-lnaurad  Commarcial  banka  (Tabtaa  M  ttirougti  V-A.) 
Thia  section  covaia  commercial  banks  insured  by  ttta  FDIC  either 
through  the  BanK  Inauranoa  Fund  (BIF)  or  thfough  the  Savings 
Aaaociation  Incurenca  Fund  (SAIF).  These  insiitutions  ara  regu- 
lated by  and  submit  financial  raoons  to  one  ot  ttie  three  tederal 
commercial  bank  regulators  (ttte  Board  of  Governors  of  ttie  Federal 
Reserve  System,  the  FOIC  or  the  Office  of  the  Comptroller  of  the 
Currency). 

FDIC-lnaurad  Savlnga  Inatttutiona  (Tablaa  i-B  through  V-8.) 
This  section  covers  savings  insOtutions  insured  t>y  either  BIF  or 
SAIF  that  operate  under  state  or  federal  banking  codes  applicabia 
to  thrtn  institutiona.  excafu  for  one  self-liquidatlfig  Institutton  pnmar- 
lly  funded  by  the  FSLIC  Resolution  Fund  (FRF^.  Savings  institu- 
tions that  have  been  placed  in  Resolution  Trust  Corporation 
conservatorship  are  also  excluded  from  ttwse  tables  vvhile  in 
consen/atorship.  The  institutions  covered  In  this  section  are  regu- 
lated tiy  and  submit  financial  reports  to  one  of  two  Federal  regula- 
tors—the FDIC  or  the  Office  of  Thrift  Supennsion  (OTS). 
FDIC-lnaured  Inatttutiona  by  Inaurance  Fund 
(Tab4ea  (-C  through  ll-E.) 

Summary  balance-sheet  and  earnings  data  are  provided  lor  corrv 
meioal  banks  and  savings  insttuDons  according  to  insurance  fund 
membership.  BIF-member  institutions  may  acquire  SAIF-insured 
deposits,  resulting  in  institutions  with  some  oeposits  covered  t>y 
t>oth  irtturance  funds.  Also.  SAIF  meml>of»  may  acquire  BIF-irv 
sured  deposits.  The  insurance  fund  memt>ership  does  not  neces- 
sanly  reflect  which  fund  insures  the  largest  percentage  ot  an 
institution's  deposits.  Therelore.  the  BIF-member  and  the  SAIF- 
member  tables  each  incluoe  deposits  from  both  insurance  funds. 
Depository  institutions  that  are  not  insured  by  ttie  FDIC  through 
either  the  BIF  or  SAIF  are  not  included  In  the  FDIC  Quartarly 
Banking  Profile.  U.S.  branches  of  institutions  headquanered  In 
foreign  countnes  and  non-deposit  trust  companies  are  not  in- 
cluded. Efforts  are  made  to  obtain  finanoal  reports  tor  all  active 
Institutions.  IHowever,  in  some  cases,  final  financial  reports  are  not 
available  for  institutions  ttiat  are  closed  or  converted  ttieir  cttarter. 
DATA  SOURCES 

The  financial  lnlormatk)n  appearing  in  this  puUicatian  is  obtained 
primarily  from  tha  Federal  Financial  lnstitutk>ris  Examinatwn  Coun- 
cil (FFIEC)  Call  Reports  and  the  OTS  Thhtl  Finanoal  Reports 
submitted  by  all  FDIC-insured  depository  institutions.  This  intor- 
matkMi  ia  stored  on  ana  retneved  from  ttte  FDIC's  Rnanaal  Time 
Senas  (FTS)  data  base. 

COMPUTATION  METHODOLOGY 

Certain  adjustments  ara  made  to  ttie  OTS  ThrUt  Flnandal  Reports 
to  provide  closer  conformance  with  trie  repotting  and  accounnng 
requirements  of  the  FFIEC  Call  Reports.  The  detailed  schedules 
of  the  Thrill  Financial  Report  reflect  trie  consolidation  of  the  parent 
thrift  with  aH  finance  subsidianes.  All  other  subsidianes  are  re- 
ported as  investments  on  an  equity  basis  or  a  cost  basis.  Some 
accounting  differences  exist  such  as  asset  sales  with  recourse, 
for  whKh  the  data  necessary  to  reconcile  these  drtfererK»s  are  not 
reported. 

All  asset  and  liability  figures  used  In  cateulating  pertonnanca  ratios 
represent  average  amounts  tor  the  penod  (beginning-of-penod 
amount  plus  erxl-of-period  anxxjnt  plus  any  Intenm  panods,  di- 
vided by  the  total  number  of  penods).  For  "pooling-of-interesr 
mergers,  the  assets  of  the  acquired  insttution(s)  are  included  in 
average  asaets  since  the  year-to-date  income  mdudes  the  results 
of  all  merged  institutioru.  No  adjustments  are  made  tor  "purchase 
accounttng*  mergers.  Growth  rates  represent  tfie  percentage 
ctur^  over  a  1 2-month  penod  in  totals  for  institutK>ns  in  tne  case 
penoo  to  totals  for  institutions  in  the  cunent  penod.  Tables  III  and 


IV  do  not  provida  growth  laiea  tor  tha 'Aaaat  Size  Oiatributkin*  since 
many  natltution*  nagrata  between  size  groups. 

RECENT  ACCOUNTINa  CHANGES 

PASS  Statamant  11 9, 'Accounting  for  Certain  Investments  in  Debt 
and  Equity  Secuntiea.'  Requires  that  secunties  that  ara  not  heU  in 
trading  accounts  be  irteaaured  at  either  antortuad  cost  or  fair 
(mari(et)  value,  depending  on  thev  daasiflcation  category.  For 
additkxtal  details,  see  "Notes  to  User*.'  First  Quarter.  1994.  Ouar- 
Ufty  Banking  Profile. 

FASB  IfttarprataUon  39.  *Oflsetting  ot  Amounts  Related  to  Certain 
Corttracts.*  Covers  fair  value  amounts  recognized  as  assets  and 
liabilities  on  the  balance  sneet  tor  oil-balance-sheet  denvative 
contracts  under  wttich  ttte  amounts  to  be  received  or  paid  or  items 
to  be  exchanged  depend  on  future  events  or  other  factors  (e.g.. 
future  and  forward  contracts,  interest-rate  swaps,  exchange-rate 
swaps,  and  other  corKjitortal  and  exchange  contracts).  For  addi- 
ttonal  details,  see  Ttotes  to  Users.'  Rist  Quarter.  1994.  Quanerty 
Banking  Profile. 

DERNmONS  (In  alphabetical  order) 

Ail  other  aaaets  —  total  cash,  balances  due  from  depository  msetiu- 
ttons,  premises,  fixed  assets,  direct  investments  in  real  estate,  invest- 
ment in  unconsolidated  subsidiaries,  customers'  liability  on 
acceptances  outstanding,  assets  nekl  in  trading  accounts,  federal 
funds  sold,  sacunnes  purchased  with  agreements  to  resell,  and 
other  assets.  Beginning  3/31/94.  FASB  Interpretaoon  39  limited  the 
netting  ot  related  trading  assets  and  liabilities,  wriich  nad  the  effect 
of  increasing  the  amount  of  trading  account  assets  reponed. 
Ail  other  liabilities  —  bank's  liability  on  acceptances,  limited-life 
pretened  stocl(.  arM  other  liabilities.  Effective  3/31/94.  includes 
revaluation  lossos  on  assets  tteUl  in  trading  accounts. 
BIF-lnsured  deposits  (estimated)  —  the  amount  of  deposits  in 
accounts  of  less  tt\an  S100.000  insured  by  the  BIF.  For  SAIF-mem- 
ber  'Oakar'  Institutions,  it  represents  the  adjusted  attnbutable 
amount  acquired  from  BIF  msmt>ers. 

Capital  category  distribution  —  each  Institution's  capital  cate- 
gory IS  cak;ulated  or  estimated  from  Its  llruncial  repori  and  does 
not  reflect  supervisory  upgrades  or  downgrades: 
Toui  Tm  1 

Rak-eaMd        RHk-BuM  Tm  1       TangiOW 

Caaui'  Cvuf         Ltvang*       Equity 

Well-capitalized            210%  and    26%  and    i.5%  — 

Adequately  capitalized    28%  and    24%  and    24%  — 

Undercapitalized             <fi%  or      <4%  or     <4%  — 
Significantty 

undercapitaiized           <6%  or     <3%  or     <3%  — 

Critically  undercapitalized  —  —  —  s2% 
'ti»  t  ptntnaQt  m  nm  ininmi  —am* 

Construction  and  development  loana  —  includes  kians  for  all 
property  types  under  construction,  as  well  as  k>ans  for  lar>d  acqui- 
sitkxt  and  development. 

Core  capital  —  common  equity  capital  plus  noncumulaove  perpet- 
ual preferred  stock  plus  mirxinty  interest  in  consolidated  subsidiar- 
ies, less  goodwill  and  other  ineligible  intangible  assets.  TTvb  amount 
of  eligible  intangibles  (irtduding  mongage  servcing  rights)  in- 
cluded in  core  capital  is  limited  in  accordance  with  supervisory 
capital  regulatior\s. 

Coat  of  hjnding  earning  aaaets  —  total  interest  expense  paid  on 
deposits  ana  oiner  oorrowea  money  as  a  percentage  of  average 
earning  assets. 

Direct  and  Indirect  Inveatmanta  In  real  aetata  —  excludes  toans 
secured  by  real  estate  and  property  acquirea  through  foreclosure. 
Earning  aaaets  —  all  toans  and  ottter  investments  that  earn 
interest  or  dividend  income. 

Eattmatad  Inaurad  dapoalta  —  estimated  amount  of  insured 
deposits  (account  balances  less  ttian  S100.000).  The  sum  of  all 
deixisit  balances  in  accounts  of  less  ttian  SI  00.000  plus  tha 
number  of  accounts  with  balances  greater  tttan  SI  00.000  multi- 
plied by  SI  00.000. 
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FaU«<VBMlstsd  Inatttutlon*  —  An  institution  fails  wtwn  regulators 
take  control  o<  tr>a  institution,  placing  the  assets  and  liabilities  into 
a  bridge  bank,  cor^servatorsnip.  receiver^nip.  or  anotTier  healttiy 
InstitutKxi.  This  action  may  require  the  FOIC  —  or  the  RTC  —  to 
provide  Kinds  lo  cover  losses.  An  institution  is  defined  as  *as- 
■isled*  when  the  institution  remairw  open  ana  receives  some 
insurance  funds  in  order  to  cxxitinue  operating. 
FXLB  advances  —  bonowings  Irom  trie  Feoeral  Home  Loan  Bank 
(FHLB)  reponed  by  institutions  that  file  a  Thntt  Financial  Report, 
institulions  that  file  a  Call  Report  do  not  report  borrt>wir>g3  ('ad- 
vancesT  from  the  FHLB  separately. 

Coo<hiirill  srKl  oth«r  Intartglblee  —  intangible  assets  include 
mortgage  servcing  nghts.  purchased  credit  can]  relationships  and 
otr>er  loentihable  intangible  assets. 

Loana  secured  by  real  satale  —  includes  home  equity  loans, 
junior  liens  secured  by  1-4  family  residential  properties  and  all 
other  loans  secured  by  real  estate. 

Loana  to  Indlvkluala  —  includes  outstanding  credit  card  balances 
and  other  secured  and  urtsacured  consumer  k>ans. 
LonQ-term  aasata  (^  yaars)  —  loans  and  debt  secunhes  with 
remaining  matunties  or  reprx;irig  intervals  of  over  five  years. 
Mortgage-backed  sacurftlas  —  certificaies  of  participation  in 
pools  ol  resiOenuai  rrxsngages  and  collateralized  mongage  obliga- 
tKms  issued  or  guaranteed  by  government-sponsored  or  pnvate 
enteipnses  Effective  3/3 1/94  ttie  full  implementatkjn  of  FASB  115 
meant  tr\al  a  portion  of  banks  mortgage-backed  socunties  portfolio 
IS  now  roponeo  based  upon  lair  (market)  values;  previously,  all 
mongage-I3acked  secundes  not  held  in  trading  accounts  were 
reponed  at  either  amortized  cost  or  kjwer  of  cost  or  market. 
^4•t  charg*-offa  —  total  loaru  and  leases  charged  off  (removed 
from  balance  sheet  because  of  uncoilectibilityi.  less  anxxints 
recovered  on  toans  arxl  leases  prevK>usly  charged  off. 
Na<  Interest  margin  —  tfle  difference  between  mieresi  and  divi- 
dends ean^ed  on  mteresi-oeanng  assets  and  inieresi  paid  to 
depositors  and  other  creditors,  expressed  as  a  percentage  of 
average  earning  assets.    No  ad|ustmenl3  are  made  for  interest 
income  that  is  tax  exempt 

Net  operating  Income  —  income  excluding  discretionary  transac- 
tions sucn  as  gains  (or  tosses)  on  the  sale  ol  investment  secunties 
arxl  extraordinary  items.  Income  taxes  subtracted  from  operating 
income  have  been  adjusted  to  exclude  the  portion  applcabie  to 
secunties  gams  (or  tosses). 

Noncurrent  asaata  —  the  sum  of  loans,  leases,  debt  secuntes 
and  other  assets  that  are  90  days  or  more  oast  due.  or  in  nonac- 
cruaJ  status  NorvMnent  debt  secunties  and  other  assets  were  not 
irwuoed  pnor  lo  literch  1 99 1 

KkKKurrent  loans  A  leaaea  —  the  sum  ol  toans  and  leases  90 
days  or  more  past  due.  and  loans  arkl  leases  in  nonaccrual  status. 
Number  of  Institutions  reporting  —  the  number  of  institutx>ns 
Itiat  actually  filed  a  financial  report. 

Otf-balartc*-ah«at  derhratlvea  —  represents  trw  sum  of  the  tol- 
towing    interest-rate  contracts.  detir>ed  as:  the  notional  value  of 
interest-rate  swaps,  futures  and  tonward  contracts  and  option  con- 
tracts: foreign-exchange-rale  contracts  and  commodity  and  equity 
contracts  (defir>ed  similarly  to  interest-rate  contracts). 
Futures  arxl  torwara  corttracts  ■  *  contract  m  wTuch  the  Duyer  agree*  to 
purtihase  and  the  seller  agrees  lo  s«H.  at  a  specified  future  date,  a  specific 
quantity  ol  unoertymq  at  a  spealieo  pnc«  or  ywid    These  contracts  ttxisl 
lor  a  vanery  of  unoartyirgs  including  me  traonionai  agncunurai  or  pnysical 
commooities.  aa  w«ii  as  currencies  ano  intarest  raias    Futures  contracts 
a/e  stanoardiiea  ary]  art  traoed  on  organized  axcf^ange*  wfiicn  sal  limits 
on  counterparty  crMit  axposur*    Forward  contracu  oo  not  htv*  sianO- 
aidasd  terms,  arx)  are  tradaa  over  the  courier 

Option  confracts  -  a  oonlracl  n  wnch  the  buyer  aoqurat  the  ngtil  to  txjy 
Imn  or  *ai  tt  ancKher  party  some  specified  arrxxint  ol  unowiyrig  at  a  staled 
pnoe  (sinka  pncei  dunng  a  penod  or  on  a  soaohea  tutur*  oat*  r  return  lor 
oomoanaaun  laucn  as  a  fee  or  premium)  The  seaer  «  ooagated  to 
pjtnaae  or  ae«  the  unoeitymg  at  me  aacieuon  of  the  Huyer  of  the  contract 
Swaps  ■  an  obhgalion  oetwaen  two  parMs  to  exchange  a  series  of  cash 
flows  ai  penooc  intervals  (seltiemeni  datasi.  tor  a  speolied  penod  The 
caan  hows  ol  a  swap  ara  aitnar  fixed,  or  oetarmnad  lor  aach  settlement 
dele  t>y  muittuymg  me  quanuy  o<  the  unoervmg  |nolior\al  pmopal)  by 


apaofMd  reference  ratea  or  pncea.     Except  for  currervy  swap*,  the 
nooonai  pmc^iai »  used  to  cakaiiate  eaoi  payment  bu  ■  not  aichenged. 

Ottier  t>orrowed  tunda  —  federal  funds  punrtiasad.  secunties  soM 
ninth  agreements  tp  repurchase,  demand  rx}tes  issued  to  the  U.S. 
Treasury,  other  borrowed  money,  mortgage  indebtedness  arxl 
Obligations  under  capitalized  leases  Effective  3/31/94,  includes 
newly-reported  ilem  Trading  liabilities.'  less  revaluation  tosses  on 
asaets  heto  m  trading  accounts 

Ottier  real  aetata  owned  —  pnmanly  forectosed  property.  Direct 
and  indirect  investments  in  real  estate  ventures  are  excluded.  Tlva 
amount  Is  reflected  net  ol  valuation  altowances  For  tnsbtubons 
ttwt  nie  a  Thrrft  Financial  Report  (TFR).  ttie  valuation  altowance 
subtracted  also  includes  altowarx:es  tor  other  repossessed  assets. 
/Mso,  for  TFR  filers  the  components  of  other  real  estate  owned  are 
reported  gross  of  valuation  altowarx:es. 

Percent  ol  Inatttutlofls  wtth  aaminga  gaina  —  ttie  percent  ol 
Instituttons  that  increased  tfieir  net  income  (or  decreased  their 
tosses)  compared  to  tfie  same  penod  a  year  eartier. 
"Problem"  Inatltutiona  —  Federal  regulators  assign  a  composite 
rating  to  each  finariaal  institution,  based  upon  an  evaluabon  of 
ftnanoal  and  operational  cntena.  The  rating  is  based  on  a  scale  of 
1  10  5  in  ascending  ortler  of  supervisory  concern  "Problem"  insti- 
tutions are  those  msotutiorw  with  financial,  operational,  or  mana- 
gsnal  weaknesses  that  threaten  ttieir  conDnued  linarxaal  viability. 
epending  upon  ttie  degree  ol  hsk  and  supervisory  concern,  tfiey 
are  rated  either  a  "4"  or  "S".  For  all  BIF-member  instrtuoons.  and 
lor  aH  SAIF-member  institutions  for  which  the  FDIC  is  the  pnmary 
feOeral  regulator.  FDIC  composite  ratings  are  used.  For  all  SAIF- 
member  institutions  whose  pnmary  lederal  regulator  is  the  OTS, 
the  OTS  composite  rating  is  used 

Restructured  loana  and  leaaea  —  toan  ar>d  lease  financing 
receivables  with  tenns  restructured  from  the  onginal  contract. 
Excludes  restructured  loans  and  leases  that  are  not  in  compliance 
with  the  modified  terms. 

Returri  on  aaaata  —  net  iricome  (including  gains  or  tosses  on 
secunties  ano  extraordinary  items)  as  a  percentage  ol  average 
total  assets.  The  basic  yardstick  ol  bank  profitability 
Return  on  equity  —  net  income  (including  gams  or  tosses  on 
secuntes  ana  extraordinary  items)  as  a  percentage  of  average 
total  equity  capital. 

RIsk-welghtad  aaaeu  —  assets  adjusted  for  nsk-based  capital 
detinibons  wmch  include  on-balance-sheet  as  well  as  off-balance- 
sheet  iterT«  multiplied  by  nsk-weights  that  range  from  zero  lo  100 
percent  A  conversion  factor  is  used  to  assign  a  balance  sheet 
equivalent  amount  for  selected  off-balance-sheet  accounts. 
SAIF-lnaured  deposits  (aatlnnated)  —  ttie  amount  ol  deposits  in 
accounts  of  lesstTian  $1 00,(X)0  insured  by  the  SAIF.  For  BIF-mem- 
ber "Oakar*  insDtutions.  it  represents  ttie  adjusted  attnbutable 
amount  acquired  from  SAIF  members. 

SecurtUea  —  exdixles  secunties  held  m  trading  accounts.  Ellective 
3/31/94,  the  full  implementation  of  FASB  115  meant  that  a  portton 
of  banks'  secunties  portfolios  is  now  reported  based  upon  fair 
(mantetl  values:  previously,  all  secunties  not  in  rieM  traamg  accounts 
were  reponed  at  either  amortized  cost  or  tower  ol  cost  or  market 
Trout>led  real  estate  aaaet  rata  —  norkximent  real  estate  loans 
plus  Pther  real  estate  owned  as  a  percent  pi  total  real  estate  loans 
ana  other  real  estate  owned. 

Unuaed  loan  commitmanta  —  includes  credit  card  lines,  fiome 
equity  iines.  commitments  to  make  loans  lor  construction,  loans 
secured  by  <33mmerDal  real  estate,  and  unused  commitments  to 
onginate  or  purchasa  loans. 

Votatlle  llabllltlea  —  ttie  sum  of  large-denomination  time  deposits, 
foreign-olttoe  deposits,  feoeral  funds  purcriased  secunties  sold 
under  agreements  lo  repurchase,  arva  other  oorrtiwings  Beginning 
3/31/94.  new  reporting  detail  penniis  the  exciuskjn  ol  other  bor- 
rpwed  money  with  onginal  matunty  ol  rrxjre  than  one  year  pre- 
viously, all  ottier  borrowed  money  was  included  Also  beginning 
3/31/94,  ttie  newly-reported  item  Trading  liabilities."  less  revalu- 
ation tosses  on  assets  heto  m  trading  accounts,  is  included 
Yield  on  earning  aaaata  —  total  interest,  dividend  and  lee  income 
earned  on  loans  and  investments  as  a  percentage  ol  average 
earning  assets 
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SECOND-QUARTER  AND  FIRST-HALF  HIGHLIGHTS 

•  COMMERCIAL  BANK  EARNINGS  SET  SIX-MONTH  RECORD 

Rising  loan  growth  and  improvements  in  asset  quality  propelled  commercial  banks  to 
another  quarter  of  near-record  earnings.  Net  Income  in  the  second  quarter  totaled  $1 1 .2 
billion,  an  increase  of  $141  million  from  the  previous  quarter,  and  $876  million  above  the 
level  of  a  year  ago.  This  is  the  second-highest  quarterly  total  ever,  after  the  $11.5  billion 
banks  earned  in  the  third  quarter  of  last  year.  Commercial  bank  earnings  for  the  first  six 
months  of  1 994  totaled  $22.3  billion,  the  highest  total  reported  for  any  six-month  period. 

•  NET  INTEREST  MARGINS  RISE  FOR  FIRST  TIME  IN  SIX  QUARTERS 

Net  interest  margins  increased  as  interest  rates  rose  in  the  second  quarter,  ending  a  string 
of  five  consecutive  quarterly  declines.  Strong  loan  growth  helped  lift  average  asset  yields, 
while  increases  in  average  funding  costs  were  smaller. 

•  LOAN  GROWTH  CONTINUES  TO  STRENGTHEN 

Banks'  total  loans  grew  by  $57.6  billion  in  the  second  quarter,  the  largest  increase  in 
over  seven  years.  Residential  mortgages,  loans  to  individuals  and  commercial  and 
industrial  loans  enjoyed  the  strongest  growth. 

•  RISING  INTEREST  RA  TES  REFLECTED  IN  SECURITIES  DEPRECIA  TION 

Securities  holdings  fell  by  $6.5  billion,  the  first  decline  in  thirteen  quarters.  Increases  in 
mortgage-backed  securities  were  more  than  offset  by  declines  in  U.S.  Treasury  securities. 
Roughly  $5.6  billion  of  the  decline  was  due  to  unrealized  depreciation  of  "available-for- 
sale"  securities  caused  by  rising  interest  rates. 

•  TROUBLED  LOANS  FALL  TO  RECORD  LOW  AMOUNT 

Noncurrent  loans  fell  by  $4.5  billion  in  the  second  quarter,  to  $35.9  billion.  This  is  the 
smallest  total  in  the  twelve  years  that  banks  have  reported  noncurrent  loan  data.  The 
greatest  improvements  in  asset  quality  occurred  at  banks  in  the  Northeast  and  West 
regions  of  the  U.S. 

•  WEAK  TRADING  RESULTS  AT  LARGE  BANKS  REDUCE  NONINTEREST  INCOME 

Commercial  banks'  noninterest  income  registered  a  year-to-year  decline  for  the  first  time 
since  the  last  quarter  of  1988.  The  decrease  was  caused  by  lower  trading  gains  and  fees 
from  foreign  exchange  transactions  at  large  banks. 

•  SAVINGS  INSTITUTIONS  REGISTER  STRONG  CORE  EARNINGS 

Private-sector  insured  savings  institutions  had  core  net  operating  income  of  $1 .9  billion 
in  the  second  quarter,  the  second-highest  total  reported  since  1984,  when  quarterly 
income  reporting  began  (the  all-time  quarterly  record  is  $2  billion,  set  in  the  first  quarter 
of  1993).  Savings  institutions'  net  interest  margins  remained  virtually  unchanged  from 
the  previous  quarter,  despite  a  rise  in  interest  rates  during  the  second  quarter. 

•  COVERAGE  RA  TIOS  IMPROVE  FOR  BOTH  INSURANCE  FUNDS 

The  Bank  Insurance  Fund  (BIF)  rose  to  $17.49  billion  at  mid-year,  which  was  0.93 
percent  of  estimated  insured  deposits,  while  the  Savings  Association  Insurance  Fund 
(SAIF)  reached  $1.66  billion,  or  0.24  percent  of  estimated  SAIF-insured  deposits. 
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Commercial  and  Industrial  Loan  Growth  Rates* 

Jura  30,  1993  -  Jura  30,  1994 
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Concentration  of  Off-Balanco-Sheet  Derivatives* 

Jun«  30, 19M  (Notional  Amounts) 


5  Largest  Participants 
S11. 6  Trillion  (75.5%) 


Next  10  Largest  Participants 
S3.0  Trillion  (19.5%) 


All  Other  Participants  (653  Banks) 
S0.8  Trillion  (5.0%) 

Composition  of  Off-Balance-Sheet  Derivatives* 

June  30, 1994  (Notional  Amounts) 
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Ibtal  Securities* 

Jun*  30.  1994 


Available-for-Sale  (50^%) 
$427  Billion 


H»ld- to -Maturity  (49.8%) 
$422  Billion 
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187.801 

82,079 

85.281 

147.360 

82,310 

16.016 

78325 

2SJ23 

34.106 

59,430 

•• 

14,779 

14.779 

422.413 

428.532 

848,945 

415,054 

426.532 

841585 

422,413 

432,412 

854.825 

98.28 

98.84 

98.45 

Exauoas  traong  aooourt  assats. 

Eauny  Saajnws  ara  ctasaliao  as  'AvaMUa-tar-Sala'. 
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Mutual  Fund  and  Annuity  Sales,  1994* 


Sales  (SMIIIIons) 

3/94 

6/94 

Mon«y  Market  Funds 

98,025 

93,138 

Debt  Securities  Funds 

5,105 

3,118 

Equity  Securities  Funds 

4,450 

3,263 

Other  Mutual  Funds 

1.692 

1,460 

Annuities 

1.797 

3.867 

111,069 

104,846 

All  Other  (11%) 


'OooMttlc  oMc*  MiM  ol  praprt««ary.  pttvaM  liM 
■nd  Mn^^any  tundt  and  annuiMi. 


Fee  Income  from  the  Sale  and  Servicing  of  Mutual  Funds  and  Annuities 
As  a  Percent  of  Gross  Operating  Income,  Rrst  Half  1994** 

.  0.6 


(MMont  Ol  Oolan) 


Mutual  Fund  and  Annuiy 
Faa  Inooma  t984 

Oroaa  Opwailng  Inooma      $161,946 

Numbarol  Banks 
Rapotting  Thaaa  Faa*  2,322 

PafoanI  o(  Bank* 
Raportlng  Thaaa  Faaa  21.7% 


tIT 

t12.7»4 

1,030 
1X0H 


027,012 
1,020 
37.0% 


1102 
$47,809 

214 

OB.2% 


$322 
$74,261 

S2 

04.9% 


"  Qra«  upaialliiB  tnooma  li  Bw  lolal  o<  MaraD  Incom*  and  non»i>«ra«l  nooma. 
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IVoubied  Real  Estate  Asset  Rates* 


JuM  30,  1994 


March  31,  1994 
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Troubled  Real  Estate  Asset  Growth  Rates 
Jun«30, 1994 

(doltar  flouTM  In  mMkms) 


Troubtwj  Real  Eatata  Assals' 

Real  Estate  Loana                  ! 

Total 
Aaaats 

Gromrtn  Rale 
3  31 -94- 6. 30-94 

P«oantotRE 
Loans  Plua  OREO 

Rank 

aa  a 
%o«Aaaa«i 

Ru* 

Total 

1 
2 
3 

Iowa 

Kantuctcy 

Idaho 

6.38 
5.27 
2  91 

o.ee 

0.66 

49 
31 
52 

24.62 
33.00 

23.46 

35 

;     12 

;    37 

td.448 

15.122 

2,686 

$38,384 
45.827 
11.443 

4 
5 

6 

Wiiconiin 
Connecticut 
Puerto  flcoo 

2.19 
1.78 
0  79 

1.27 
3.75 

40 
13 
10 

32.66 

34.04 
25.07 

:     15 

8 

34 

18.166 

11.973 

5.520 

55394 

35,173 
22.016 

7 

e 

9 

MasaacnuMTB 
NaoratKa 

i0.a9| 
(1.07) 
(2.601 

a.se 

1.01 

12 
21 
47 

22.26 
34.17 
21.59 

43 

7 

46 

23.505 
3,051 
5,184 

105.576 

6.931 

24.016 

10 
11 
12 

Waat  Virginia 

OWahoma 

Miuitsippi 

(3.261 
(3.S8) 

(4.331 

1.2S 
3.03 

1.47 

42 

14 
34 

34.03 
21.93 
27.62 

9 

'     48 

26 

6.836 

7,052 
6,925 

20.086 
32.156 
25.073 

13 
U 
15 

Oaiawara 
Kansas 
Pannsv  Ivania 

15.641 
16.571 
17  031 

4.02 
4.29 

2.77 

8 
6 

20 

5.27 
22.68 
28.68 

;    52 

41 
24 

4,348 

6,907 

52,862 

82.565 
30.452 

184,297 

16 
17 
18 

Norm  OaKou 
South  Carolina 
Monuna 

17.311 
(7.371 

|757. 

1.00 
2.24 

1.02 

4« 
25 

46 

22.80 
37.91 
23.04 

40 

3 

39 

1,848 
11,488 

1,776 

8.105 
30,299 

7.710 

19 
20 
21 

tnoiana 

N»w  Hamosmra 

T«xa$ 

(7811 
>805l 
18331 

1.54 
3.62 
2.40 

32 

11 
22 

32.09 
35.41 
21.57 

16 
5 

47 

20,125 

2.444 

39^08 

62.722 

6.903 

181,767 

22 
23 

21 

Ohio 

Plorida 

Georgia 

18  681 
18.801 
i8  98i 

1.31 
2.S3 

1.81 

36 

19 
28 

26.54 
39.48 

2753 

30 
2 

27 

36,969 
60.087 
25,798 

139,312 
152.206 

93.709 

25 
26 

27 

Alaoama 
South  Dakota 
Calitomia 

i9  ISi 
l9.38i 

19   39: 

1.03 
1.49 
5.79 

45 

33 

2 

33.32 

9.28 

34.33 

11 

■     51 

6 

16446 
1,878 

115,527 

49.362 

20228 

336,509 

28 
29 

30 

Missouri 
Virginia 

Minnesota 

i9.72l 
(10.351 
(10,851 

2.88 

3.00 
1.30 

17 
15 
39 

29.41 
30.35 
27.49 

21 

■     19 

28 

20.367 
22,107 
16.669 

69,240 
72.851 
60.632 

31 
32 
33 

New  Yorh 
New  Mexico 
North  Carolina 

(10.911 
(11.081 

(11,31! 

9.35 
2.83 

1.26 

1 
41 

11.80 
27.04 
28.69 

50 
29 
23 

104.564 
3,689 

31,997 

886.222 

13,643 

111.520 

34 
35 
36 

Arizona 

Tennessee 

Vermont 

111,571 
(11.651 
(11  70i 

1.69 
1.40 
4.39 

29 

36 

5 

23.42 
31.63 

51.15 

38 

:     17 
1 

9,053 

18306 

2,942 

38.650 

58313 

5.752 

37 
38 
39 

ArKansas 
Michigan 
Louisiana 

(11  96| 
(12.391 
(12  961 

1.31 
2.29 
3.00 

37 

':     24 
■     16 

29.40 
25.29 

22.08 

22 
32 

'     44 

7,749 

28,313 

8,729 

26,359 

111,942 
39331 

40 
41 
42 

Rhooe  isiano 

Illinois 

Wvominq 

(13  001 
(13.311 
(15.061 

4.24 
2.38 
0.9S 

23 

50 

27.88 
2045 
22.38 

'     25 
48 
42 

31860 

45,781 

1.271 

13.810 

223.902 

5.681 

43 
44 
45 

Washington 
Maryland 
New  jersey 

(15.181 
116.85) 
116691 

1.97 
3.06 
5.07 

:     26 
9 
3 

33.42 
31^ 
32.84 

:     10 
:     18 
:     13 

14437 
17.366 
36,527 

43.199 
55.303 

111,222 

46 
47 
48 

Cotoraao 
Hawaii 

UUh 

(18.901 
(19  041 

(19.141 

1.13 
1.64 
0.67 

44 
30 

]     51 

25.08 
37.35 
2831 

33 

4 
■     31 

8,723 
8,X3 

4.561 

34.776 
22,230 
17.207 

49 

50 

51 

Oregon 
Alasita 
Nevada 

(20.111 
(22.881 

(29  641 

1.14 
1.47 
1.96 

:    43 
35 

':     27 

30.03 
2434 

15.32 

20 
:     38 

49 

8.271 
1,280 
2.721 

27339 

5.215 

17.762 

52 

Oistrict  ol  Columoia 
U  S,  ana  Termories 

(34.55) 
■10  261 

S.06 
3.S0 

4 

32.n 
24.25 

14 

2.834 
8943,912 

8.649 
83,892.523 

'Real  aatata  loana  paat  due  90  days  or  mora,  plua  r»al  astala  loana  In  nonaoaual  atattja.  plua  other  raal  esMta  owned  (OREO) 
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Real  Estate  Assets  as  a  Percent  of  Total  Assets 

JufW  30.  1994 

Othtr  Real  Estate  Owned:  0.34% 


Construction  &  Land 
Development  Loans:  1.61% 

All  Other  Real  Estate  Loans  & 
Iriwsumfts  ^  Real  Estate:  2.41% 


Commercial  Real  Estate  Loans:  7.06% 


Mortgage- Becked  Securities:  8.61% 


1-4  FamRy  Rsaidentlal 
Property  Loans:  13.61% 


Real  Estate  Loan  Growth  Rates 

1987   -  1994 


Amuri  Ormoi  Ru  (%) 

60- 

^  ^  •  Construction  and  Land  Deveiopmwt  Loans 

''''''   CtfiuiwuMi  Real  Estate  Loans 

•■      ••  >■    i_<  Famity  ReaxlanOal  Property  Loans 

JO  - 

*'"  '"••  »  .^  ^  ,,,.,  ,.,.1  I' ,",  V  ,",..  ..  „  „  „ 

"•  —  —  ^..^^            .".'; ; ■ 912% 

"^^                                  ^••  —  ••no  8^%; 

3o^ 

' — 1 1 1 1 1 1 1 1 — 

1967  1968  1969 


1900 


1991 


1992 


sea 


»94* 


H)IC  Quanerly  Banking  Profile 
Second  Quaner  1 994 


13 


FOIC-tnsured  Commercial  Banks 


290 
Noncurrent  Real  Estate  Loan  Rates* 

1985   -  1904 


Soutriw«st 

NonDMci 

Watt 

Rast  of  US. 


12/SS  12/66  12/87  12/88  12/89  12/90  12/91  12/92  03/93  06^  CS/93  12/93  03«t  06/94 

SouttiwasI      3.67  6.11  10.01  6.23  7.74  4.51  3.2S  2.22  1.97  1.S1  1.68  1.46  1.45  1.33 

NorthMii        1.63  1.67  1.60  1.69  3.69  7M  7.80  6.43  6.11  S.46  5.09  4.06  3.99  3.51 

WaM                 3.15  3.63  3.35  2.96  2.26  2.47  4.26  4.91  4.64  4.36  4.00  3.71  3  44  3.06 

Hmt  o(  U.S.  2.06  1.69  1.S4  1.36  1.83  2.44  2J0  1 J9  1 J6  1 JS  1.76  1^44  1.38  1.24 

IbW  us.        2.41  2.70  2.7B  2J8  2.94  4.33  4.S8  3.68  3.73  3.40  ai5  2.65  2.54  224 


•Loons  aeajrwi  by  real  mam  paat  dua  90  day*  or  more 
or  t\  nonaccrual  status  as  a  oeroent  of  total  raal  ettala  loans 
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'nt>ubled  Real  Estate  Asset  Rates* 

1985  -  1994 


2S 


20  - 


15 


Ysar-Ends 


oL 


J I L 


Quarters       Souirwwtt 

........   N<jflf,9aj| 


—  —  •  R««t  o(  US. 


_L 


_L 


12/85  12/B6  12/87  12/88  12/89  12/90  12/91  12^2  03/93  0693  00/93  12/93  03/94  0&94 

Southwast      6.13  10.20  15  96  15.20  15.82  10.35  8.SB  5.38  4.83  4.10  3.57  3.04  2.82  2.49 

NorthMat       2.39  2.27  2.27  2.43  4.93  ia8S  H.79  10.56  10.29  9.33  8.S2  7.00  8.71  S.95 

Wast                5.28  5.87  5.35  4.86  3.58  3.62  6.48  7.92  7.49  6.96  6.30  5.24  4.87  4.27 

RMt  of  U.S.  155  3.13  2.54  2.28  2.53  4.08  C48  3.47  3>I8  3.13  2 J8  2^6  2.23  1.»7 

IbM  US.        3J8  4J4  4.45  3.91  4.52  8.59  TAT  8.66  &44  5.79  5l24  4J3  4.08  3.60 


•Loans  secured  by  real  estate  peel  due  90  days  or  more  or  in  nonacoual  sttBus 
Dlua  ooier  real  eaots  owned  (OREO)  as  a  oercefl  of  total  reel  esttfe  loens  olus  OREO 
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Noncurrent  Commercial  and  Industrial  Loan  Rates* 

1985   -  1994 


12/B6     12/87     12/88     12/89     12/90     12/91     12/92     03/93    06/B3     09/33     12/93     03/94     0&94 


Souttiwasi      5.60  7.66  8.75  5.69  5.76  3.61  3.65  2.51  2.31  2.06  1.65  1.39  1.26  12: 

NorttiMM       2.91  3.24  4.87  4.11  4.00  S.69  S>(3  4^4  3.99  3.55  3.16  2.S2  2.30  1.83 

Watt                5.44  5.18  4.79  3.76  3.73  3.83  5.37  4.02  3.77  3.41  2.98  2.33  1.90  1  35 

RMt  of  U^.  3.73  X14  2.78  2.15  2.18  2.93  2.86  2.26  2.14  1.85  1 J3  1.S0  1.41  1.2S 

TtM  U.S.       4.02  4.06  454  3.S4  3.47  4.32  4.42  3.40  3.18  2.85  256  ^04  1.84  150 


*Camm«n:W  and  Induatrtal  loani  pan  dua  90  days  or  moie 
dr  n  nonaccruaJ  aaiut  a*  a  oercam  of  total  oommarcW  and  Induatral  loans. 
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S  BUorm 


Consumer  Loans 

1984  -  1994 


SCO 


400 


300 


200 


IX 


Credit  Card  Plans 

Al  Omar  Conaunar  Loana 


4012      403^ 


378.0 


»9      385J 


403.1 


4)8.0       421.8 


438.5 


3S1J 


335.7 


3512 


3000 


2068 


?656  I  ?7^3 


?e99l?5?8l?49  4  l?Mql^5 


I       nW      ,309  I  1366      142  0       «X5      ,50  5      '«•  6 


12/B4     12/85     12/86     12/87     12/88     12/89     12/90     12/91     12/92     03/93    0093    09/93    12/93     00/94    06'94 


Consumer  Loan  Delinquency  Rates 

%  Past  Due  1984-1994 


%  Past  Qua  90 -f  Days  &  Nonaccruals 
%  Paal  Due  X-e9  days 


12/84     12/85     12/86     12/87     12/88     12/89     12/90     12/91     12/92    CX3/93    0a«3    09/93    12/93     Oaw    0&94 
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Quarterly  Return  on  Assets  (ROA),  Annualized 

1988  -  1994 


RGA« 


1.4- 

15 

10  H 

0.8 
06- 

a4 

02-1 


0.0 


•  HIgtiM 

Mum 

03.3 

^2t 

83n 

123 

83:4 

lie 

M:1 

1.17 

83:2 

1.17 

1.23 


12a 


-1.48 


-0.12 


23«1234123412341234123«1234123«123412 
1985  1986  1887  1868  1968  1880  1881  1882  1983  1984 


Quarterly  Return  on  Equity  (ROE),  Annualized 

1985   -  1994 


ROE  % 


OT- 


IS- 


101 


6  HIgtOTi 

VHuOT 

83:3 

1613 

83.i 

1610 

83:2 

14  88 

9»i 

14  83 

84:2 

1481 

16.10    16.13 


-23  JO 


-1.68 





2341234123412341234123412341234123412 

1885  1086  1987  1966  1969  1980  1991  19B2  1983  1994 
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Converting  Reserves  Back  Into  Income 

Banka  Reporting  Nagotlv*  Loan-Losa  Provlalons 
1992  •  1994 


Nunib0f  of  Btfiks 


1.000 


BOO 


600 


400 


200 


(SI  00) 


($200) 


($300) 


Banks  wlh  N«gaUv«  Ouaitaity  Loan^-oss  Provisiona 


763 


.  ($30) 


(S318) 
To<al  Amount  of  Negative  Ouarterty  Loan-Loss  Provisions 


($365) 


(S400) 
S  MUlion 


J L. 


_1 L. 


J L. 


1 


2  3 

1992 


2  3 

1993 


1  2 

1994 


FOIC  Quaaerly  Bani(ing  Profile 
Second  Quaaer  1 994 


19 


FOIC-lnsured  Commercial  Banks 


296 


Return  on  Assets  (ROA) 

1994  (YTD,  Annuaiizsd) 


□  «o*.rs  -  ijs 

O    DO*'   73 


RanWngs  By  ROA 


YTD1W* 

rro  19B3 

1 
Ch«ig»*i 

1 

Nevada 

435 

275 

leo 

? 

South  Dakota 

345 

3.17 

28 

3 

Oelavvare 

343 

291 

52 

i 

New  HampsWro 

241 

275 

(34) 

S 

Ohio 

159 

155 

4 

6 

Iowa 

15? 

140 

12 

7 

Nebraska 

152 

156 

(4> 

B 

Rhode  Island 

i.sa 

110 

40 

9 

Washington 

150 

1.51 

(1) 

U 

Alaska 

148 

177 

(29) 

It 

Louisiana 

1.44 

195 

(51) 

17 

Maine 

140 

0  79 

61 

'3 

Aest  Virginia 

138 

136 

2 

14 

Wyoming   , 

138 

137 

1 

lb 

Idaho 

136 

1?9 

7 

16 

Ftanda 

1  35 

114 

21 

17 

Alabama  ' 

134 

139 

(5) 

18 

Arkansas 

13? 

141 

(9) 

19 

Utah 

132 

135 

(3) 

•?0 

North  Dakota 

131 

149 

(18) 

?t 

Oregon 

131 

141 

(10) 

:•? 

Colorado 

130 

1?7 

3 

?3 

Mississippi 

1?9 

134 

(5) 

'M 

Tennessee 

1?6 

1?6 

0 

at 

17 

■ « 

YTD  1984 


MoNbot 

!■■  1— ^^- 

VfBDOnVI 


OMrtnfTW 


Mnra 


■-KiV,^ 


Otibiot  of  CpfaHihiB 


CmOUm 


Oritemn 


48 

W 
47 

48 

w 
m 

■55         ConoKdout 

U.8.  fid  Tteittartw 


12 

1.22 

— jy 
lit 
tia 

— IW 

117 

in 

tw 

1.08 

liM 
1.06 


sar 


"aaar 

1.17 


YTD  19931   Ch«ng«' 


128 
1.14 
1: 


1J1 


lar 

OJB 


iii 


"lar 

IjM 


0-84 


1.01 

"Sir 
120 


(Z) 
9 


0*) 

33) 

02) 

3 


34 

216 


ITT 

ns) 


12 
0) 


49 

10 


(32) 
41 

52     i 

(3)    ' 


•  i«  KMf  '94  ROA  mnn  1«  HM  '83  ROA  ouato  chaig*  In  t»M  pam.  Ouit  do««  -  inOO  al  •  p«e*r«. 
RmuM  tortw  totf  «^  •«<  ttw  Nght  R0A4  (NV.  SQ  OE  t  NH)  mwa  ■orvtoutV  irAj««sa 
by  tha  preonov  o^  14/^  cradi  osrd  opnflarw. 
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Ti-FDIC 

uarterly 


Andrew  C.  Hove  Jr., 

rhi.irTT..r) 


ankinff  Xrofile 


FDIC  -  Insured 
Savings  Institutions 


Second  Quarter  1994 


298 


Quartsriy  N«t  Incom* 

-  i«« 


Net  imarest  Margn  (%) 


Quarterly  Net  Interest  Margins 

1990  -  1994 


*JS 


4.0 


3.5 


3.0 


2.5 


2.0 


1 

Assets  <  $100  Million 

^Sl 

^y 

-^ 

— 

"  n 

k^ 

_;■'■■•  1 

— 

— ' 

/ 

/ 

/ 

"^ 

1 

^sse1s  >  $100  Million 

E 

sa 

12  3  4  1 

1990 


2  3  4  1 

1991 


2  3  4 

1992 


2  3 

19S3 


1  2 

1994 
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ItaubM  RmI  Eftato  AsMt  Ratu* 


Jutw30, 1994 


March  31, 1994 


r  tfwi  9% 
■  BMnw)  3%  ttO  OK 


Nonounwn  raai  MM*  loan*  piua  ottwr  rml  MlaM  ownad  (OREO) 
■■  ■  pwowit  of  toni  rMl  MiMa  km  pka  OREO. 
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Troubled  RmI  Estate  AsMt  Growth  Rat*« 

Jun«30, 1M4 

(dolar  flguTH  tn  mfltans) 


RmI  Estnatom                   1 

Total 
Aaaata 

GrOKVth  Rata 

3/31/94- 6/30/94 

ParoemotRE 
Umh*  Ptua  OREO 

Rw* 

%a(AnMi 

Rw«k 

Total 

1 

2 
3 

Anzona 
Hawai 
WyorrnnQ 

241.67 
37.44 

1312 

0.11 
0.06 
1.18 

S2 

37 
33 

91  .M 
7353 
SSI  5 

1 
2 

27 

i22f 

3.930 

179 

S248 
5.345 

324 

4 

s 

6 

Wi»eon»in 
K»ntu<*Y 

7.09 
4.00 
014 

O.S* 
4.06 

o.a« 

48 

6 

3« 

61.64 
S4.74 
63.42 

13 

31 

9 

12.654 
733 

4,446 

20.526 
1.339 

7,011 

7 

e 

9 

Wmi  Virginia 
Cotormao 
N*w  J«rMy 

lO.SSi 
10.891 
(1  62) 

0.90 
0.68 
3.28 

42 

46 

0 

53.88 

S8.00 
47.90 

34 

19 
42 

>57 

1.344 

20,206 

1,405 
2.278 

42.377 

10 
11 
12 

Aiabmma 

Virginia 

Nevada 

(3.301 
(3.331 
(374, 

2.57 

2.07 

2S 
13 

17 

62.96 
62.67 

55.11 

10 
11 
26 

2.347 
8.205 
1.617 

3,727 

13.0«2 

3,297 

13 

14 
15 

Iowa 

N»w  YofH 
NabrasKa 

(4  011 
(418) 
15.511 

0.75 
S.4S 

1.18 

45 

1 
32 

80.10 
51.29 
60.61 

41 
40 
17 

2.550 

81J71 

4,739 

5.090 

119,657 

7,819 

16 
17 
18 

Loutaiana 
South  Oakou 
Maryiana 

(6.31) 
(6641 
'6.891 

1.12 
1J4 
Si40 

36 

30 

2 

53.20 
4S.08 
56.46 

36 
46 

21 

2.375 

323 

9.385 

4.464 

716 

16.054 

19 
20 
21 

Idaho 
Michigan 

Oraqon 

(7.33) 
(787, 
'864 

0.35 
0.94 

1.76 

50 
39 
22 

61.31 
57.09 

44.95 

15 
24 
47 

307 

16.643 

2.637 

501 

29,153 

5.666 

22 
23 

24 

Missis*  lopi 

Washmglon 

California 

i9.79i 

(9-911 

110.22 

2.64 
0.83 
3.42 

11 

44 

6 

53.96 

64.17 
70.72 

33 
8 

3 

1.291 

21^27 

187.332 

2,392 

33.081 

264,905 

25 
26 
27 

Pannsyivania 
Maine 
Rhoda  Island 

(1032, 
(10.83' 
(1085. 

1.76 
2.59 

1.69 

21 
12 
23 

53.71 
62.35 
55.73 

35 

12 
26 

20.275 
4.044 
2,696 

37.751 
6.486 
4,642 

26 
29 
30 

ArKansas 

Tannassaa 

Kansas 

(10.92, 
(11.55) 
I12.16' 

1.19 
0.67 
1.33 

31 
47 
28 

47.04 
57.53 
52.16 

43 
23 
38 

1.488 
3.709 
3.605 

3,164 
6,446 
7.295 

31 
32 
33 

Puano  R'co 
North  Carolina 
Ohio 

(1^211 
(12.36) 
'1330' 

4.25 
1.57 
0.B3 

4 
24 
40 

33.72 
67.77 
64  73 

SO 

4 
7 

1.567 

7.040 

23,871 

4,646 
10.386 
36.880 

34 
35 
36 

South  Carolina 
New  Hampshira 
Illinois 

(13.54, 
(13671 
(13.871 

1.3« 
2.32 

1.14 

34 

64.90 
46.81 

54.71 

6 
45 

32 

5.026 

4.946 

24.206 

7,745 
10.571 
44,248 

37 
36 
39 

Massachusatts 

Tanas 

Indiar^a 

(14.39, 
(15.47, 
,15.79, 

2.86 
4.59 

0.90 

10 
3 

41 

54.92 
39.70 
61.12 

29 
49 

16 

26.304 

16.593 

8.402 

51.535 
41.796 
13,746 

40 
41 
42 

North  Dakota 

Missouri 

Gaorgia 

(1609i 

(16.73: 

(16  22. 

1.93 
0.86 

1.31 

20 
43 
29 

44.32 
52.74 
67.02 

46 

37 

5 

3.815 
8,662 
4.468 

8,608 

16.407 

6.666 

43 
44 
45 

Florida 

Varmont 

Oistnct  of  Columoia 

(18,6;. 

(1951' 
119  86 

1.98 
3.48 

2.31 

19 

7 
15 

56.27 
58.80 
59.25 

25 

20 
18 

17.608 

1.372 

285 

31.269 

2,333 

481 

46 
47 
46 

Connecticut 
New  Maiico 
Utah 

,20.97 
(26.73. 
'32  66' 

4.15 
1.14 
1.99 

5 
35 

18 

54.83 
61.55 
51.61 

30 
14 
39 

21362 
759 
490 

39.328 

1,233 

949 

49 
50 

51 

Montana 

Minneaou 

AlaaKa 

(34  17, 
(43.47, 
143.80; 

0.21 
0.68 
2.12 

51 
48 

16 

46.95 
57.83 
33.31 

44 

22 

51 

747 
3.684 

73 

1.592 

6.370 

219 

52 

Oklahoma 

U  S   and  Temtonas 

(44,21 
■  •0  15, 

1.41 
2.83 

26 

31.49 
56.90 

52 

1.639 
(588.474 

5.203 

$999,150 

*R«*I  aalata  bans  past  du«  90  days  or  mora,  plus  rsal  aatsts  loans  in  nortaocrual  atatua,  ptua  othsr  rsal  aatata  ownsd  (OREO). 
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ASMU 

(SBMont) 

1.400 


Assets  Held  by 
Mutual  and  Stock  Savings  Institutions,  1985  • 


1994 


1 

2  3 

i9as 

4 

1    2  3 

1966 

4 

1 

2   3 

1M7 

4 

1 

2  3 

1M8 

4   12   3   4    1 
1»W 

2   3   4 

1990 

1 

2   3 

1991 

4 

1 

2   3 

1992 

4 

1 

2   3   4 

1993 

1    2 
1994 

Numbwof 
InstXutloni 

Mut 

\U 

Al 

and 

s 

tr 

>ck5 

Numt>er  of 
kflvinas  Inst 

Itiitlnr 

in 

Ifli 

v> 

199^ 

\ 

3.000 


2.500 


2.000  - 


1.500   - 


1.000   - 


500 


12  3  4 
1996 


12  3   4 
1966 


2  3   4 

19C7 


12   3  4    12   3  4 
1968  1969 


12   3   4    12   3   4 
1990  1991 


12   3   4   1 
1992 


2   3   4    1 
1993       19 
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Noncurrent  Real  Estate  Loan  Rates* 

-»90  -  1994 


SouitvM^st 


—  —  •   HMt  o»  us. 


06/90  OaW  12/90  03j91   06/91  09^   12^   03/92  0&92  09%  12/92  03^  C6i«3  09/93  12/93  03/94  0&94 


Southwatt      3.49  3.16  1.95  2.00  2.25  2.44  1.71  181  1.76  1.46  1.2S  1.21  1.05  1.03  1.11  1.19  1.22 

NonhMM       3.90  AM  4.79  S.19  S.18  5.19  S.01  4.70  4.38  3.99  XSI  3.60  3.32  3.29  2.97  2.7S  2.56 

Watt                1.34  1.50  1.85  226  2.43  2.41  2.79  3.16  3.15  2.93  2.81  2.88  2.37  2.58  2.37  2.47  2.25 

RMt  of  as.  3.03  2.14  2.17  ZOO  1.90  1.91  1.84  1.86  1.S4  1.39  1.28  1.17  1.10  0.97  0.91  0.89  0.76 

1bt«  US.        2.48  2JU  2.90  L13  3.18  3.18  XZO  3.21  3.04  2.78  2.86  2.88  2.24  2J8  2.09  2M  1.88 


'Loans  Mcuraa  by  mm  «tat«  pa«  dim  90  day*  or  more 
or  m  nonacauai  itatut  ■■  a  oarcant  of  total  real  astata  loans. 
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Itaubied  Real  Estate  Asset  Rates* 

1990  -  1994 


35 


30  - 


2S 


Soutnwesi 

Nonr>east 

West 

Re«  o(  US. 


OEraO  09/90  12/«}  03/91  O&W  0091   12/91  0392  0692  09^92  129Z  03/93  06/93  0993  12/93  0394  0694 

Souttiwatt     30.12  30.51  30.26  29.73  21.39  19.42  17  J2  15.49  12.32  10.97  10.07    9.50  8.03    6.67    5.32  4.S2    3  69 

Northatst       S.M    S.a2    6.67    7.61     7.«1    7J9    7.99  7.73    7J9    6.90    6.30    6.10  9.60    9.32    4.68  4J2    3.96 

Watt                2.64    2.98    3.62    4.03    4.37    4.40    4.82  S.30    9.43    4.96    4.87    4^9  4.10     3.95    3.38  3.45    3.06 

RMt  Of  U.S.  3.63    3.83    4.04    X79    3.63    3.64    X9«  3.18    2.97    2.70    2.46    2.26  2.00    1.70     1.94  1.40    1.22 

TOM  U.S.        5.04    SJ9    S.B7    &26    5.92    5.91     5.96  5.88    5.62    5.15    4.82    4.74  4.TI     3.83    3.33  3.17    Z83 


•Loans  secured  by  ibbI  asiBie  pas  dua  90  dayi  or  more  or  t\  nooaccrual  stous 
oiua  omar  rad  aatata  owned  (OHEO)  as  a  oarceni  of  tots  real  aauie  loans  oius  OREO 
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Ouarterty  Return  on  Assets  (ROA),  Annualized 

1986  -  19B4 


RQA% 

1.4  - 

15- 

1.0  - 

OS  ■ 

0.66 

OM 

0.6  - 
0.4  ■ 

/^^             o^/^^*' 

02 
0.0- 

K    y 

V                                          /  ^,_,| '  -^^ 

02  -i 

\      r'\    1 

0.4  J 

\    1    \  1 

0.6- 

\  1     \  / 

QJi-\ 

\  /              V 

■1.0- 

■^2  • 

■1.4  - 
•16- 
-1.8  - 

Y                                                B  Mehat  VWun 

B3fl                     0.94 
94:2                   0.75 

aaa             o.7o 

66.1                    066 
13:4                   0.65 

2J0- 

.      .      . 



2     3    4 

1085 


2     3     4 

19B6 


2     3     4 

1867 


1     2     3 


2    3     4     1 
1089 


2     3 

19S0 


2    3    4 

10B1 


2     3     4 

1992 


2    3*12 
1993  1904 


Quarterly  Return  on  Equity  (ROE),  Annualized 

1985  -  1994 


FOE  % 

25- 

20- 
15- 

18  29 
1473j^ 

1287 

10- 

/  14.28          \ 

/^              /\^^^. 

5- 
0- 

N    J 

\                    1  ^^""^ 

5- 

\   r\  1 

•10- 

\  /  \  / 

.15- 
20- 
23- 

\      1               \l                          6  Hghai  \*lun 

\    /                  ^                            86n                   1829 

\  /                                                    65:4                    18  28 

V                                                 6i2                   14  73 

'                                                  6»3                   14  28 

98.i                   1287 

30- 





2    3    4 

1963 


12    3    4 

1968 


2    3    4 

1987 


12    3    4 

1068 


12    3    4 
198B 


2     3    4 

1900 


2     3    4 

1001 


2    3     4 

1002 


2     3*12 
1993  1994 
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Return  on  Assets  (ROA) 

1994  (YTD,  Annuallzad) 


^    A0*>  V29»vcxt 
C3    KO*  <   7J  P«mm 


Rankings  By  ROA 


ItTD  199*  I YTO  1983 1   Chwige'i 


Oktahama 
Washngton 
Minnesota    ' 
Puerto  Rico 
Tennessee 
Utah 


^i;iMMo 


:  -"J'i 


4: 


6' 


l/:ii 


ID  ^Soum  (Man    -^  ^ 
a      Optowdo 


'  ;vi 


B IfantJckr 


-^^*: 


1^ 


Tflr 
ttt 


ua 

1J7 


TUT 


TBI 


ssr 

OM 


IJO 


T30 

i3r 


TOT 


Ijbo 

1.4i 


or 
in 
toi 

— TDT 


w 


-a 


nor 

(M> 


(W» 


« 


YTD  1S04  1  no  1993 1   Chans"'' 

a       New  ^tan 
a       ommim 
so       QKnn 

oaa 

0lB7 

oar 

0.79 
0.74 

I.H 

10 

13     1 
(24)    1 

S)        CowSofaut     _ 
32         PwwwylMrti 
as       AUtMim 

OjM 

0^ 
1J06 
•'79 

(20)    1 
5      i 

9*        Wtan 

S6        Itaytand    >1--:SJ  -■ 

an 

OJO 

i.n 

IjOS 
1XM 

(25)    ' 

(28) 

a        WlHonrin 

an 
an 
an 

UA 

0« 

1.17 

!»)  1 

OS) 
(42)     i 

40        Naiiwti 

«1         N«w  Hanpthir* 
42         Idata 

an 

0.72 

1.B1 

2S 

(32) 
(89)     i 

43  MMMC»«ia«ttl 

44  Ovgnn 

45  Rhoda  Island 

8.« 
aaa 

0^ 

0.87 

042 
0.99 

^7)     1 

(24)    ; 

(2)     1 

4«         District  of  Cokjmbia 

47  V\rglnla 

48  Ataiici 

0.48 

0.49 
041 

ai2 

1.11 

33     ! 

(TO)  ' 

*i         Maaouri 

50  NabwKa 

51  Caltomla 

o.» 

ao9 

(0.03) 

0.82   1         (73)     ' 
022   '        (25) 

SS         Mchloan 

».^o| 

0.93 

aj4           (94) 
0.S3           (20) 

1«  Hall  '94  nOA  mrM*  1« 
poir*  -  1/100  ol  ■ 


HaR  '93  ROA  aquM  Oianga  in 


mni. 


FDIC  Quarterly  Banking  Profile 
Second  Quarter  1 994 


28 


FOIC-lnsured  Savings  Institutions 


306 
Noncurrent  Real  Estate  Loan  Rates  by  lype* 

1990  -  1994 


F%cari  al  RmI  Bam»  Loan* 

14- 
13- 

•'••. 

ConrtvxAjn  and  Ltnd 

1-4  Famly 

AH  0»i«  RE  U3«n 

12- 

• 

'. 

11  - 
10- 

/ 

• 
• 
• 

•• 

1 

9- 
8- 
7- 
6- 

1 

• 
• 

5- 
4  - 

"• ■'-"<■,                      1 

3- 
2- 

--"^'^ 

"^^ ^ 

1  - 

.... 

0- 

1111 

.1 

'               !               t               1               1               1               1               I               '               I               1 

oerao  oam  12/90  03/91  06^  09/9i  1291  03/92  o&92  09/92  12/92  03/93  0&93  09/93  12/93  03/94  0&94 


Total  Raat  Estatt 

2.48     2.68     2.90     3.13     3.15     3.15     3  20     3.21     3.04     2.76     2.56    2.55    2.24     2.28     2.09     2  04     1.88 

Cenatructlon  and  Land 

S.S4    e.aO    7.66   13.02  13.28  12.73  12.34  11  je  10.24   7.76    5.89    6.2S    S.29    S.36    3.68    3.64    2.67 

1-4  Family 

0.71     0.97     1.08     1.66      1.71      1.83     1.93     2.08     2.09     2.02     2.01     1.97     1.86     1.58     1.54      1.51      1.40 

All  Othar  RE  Loans 

6.57    7.05    7.59    5.68     5.77    5.70    5.86    5.79     5^1     4.61     4.07     4.16     4.00    4.44     3.88    3.80    3  56 


'Loans  sacuvd  ty  rval  estan  past  dia  90  days  or  more 
or  n  nonaccrual  status  as  a  oarcant  of  total  real  estala  loans 
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Ti-FDIC 

uarterly 


Andrew  C.  Ho*e  Jr., 


anking  Xrofile 


All  FDIC  -  Insured 
Institutions 


Second  QuEirter  1994 
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Number  of  FDIC- Insured  "Problem"  Institutions 
1990  -  1994 

NumtMT  of  InMltL/tlons 
2000 


1500 


1000 


SCO 


12/90      12/71      03/92     06/92      09/92      12/92      03/93     00/93      09/93      12/83      03/94      06/94 


Savings  Institutions    480        410        381        349        318        276        255        209        169         146         I'S  9-: 

Commarclal  Bank*  1.012      1.016         961        956        909        787        671        560        496        426        383        338 


Assets  of  FDIC -Insured  "Problem"  Institutions 
1990  -  1994 

S  Amounts  in  Billions 


12/90      12/V1      03/92      06/92      OB/92      12/92      03/93     06/93      09/93      12/93      03/94      06/94 


Savings  Institutions    298        29i        274        245        223        184        167        128        103  92  89  t- 

Comrnvrclal  Banks     342       528       535       495       488       406       377       326        281        242         53  42 
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Capital  Category  Distribution 

Jun*30,1994 
BIF-Membar  InstltuUons 

Institutions 


Well  Capitalized 
Adequately  Capitalized 

Undercapitalized 
Signrficantty  Undercapitalized 
Crttically  Undercapitalized 


Number 

Percent  o« 

of 

Total 

10.837 

98.2% 

159 

1.4% 

20 

0.2% 

15 

0.1% 

7 

0.1% 

Assets 

In 

Percent  ot 

Billions 

Total 

$4,012.0 

97.0% 

$118.7 

2.9% 

$2.0 

0.0% 

$1.6 

0.0% 

$0.8 

0.0% 

SAIF4lember  Institutions 


Institutions 

Assets 

Number 

Percent  of 

In 

Percent  of 

of 

Total 

Billions 

Total 

Well  Capitalized 

1.739 

94.5% 

$661.3 

87.4% 

Adequately  Capitalized 

91 

4.8% 

$85.7 

11.3% 

Undercapitalized 

7 

0.4% 

$2.8 

0.4% 

Significantly  Undercapitalized 

6 

0.3% 

$2.6 

0.3% 

Critically  Undercapitalized 

1 

0.1% 

$4.1 

0.5% 

Note:     These  tables  are  based  solely  on  Call  Report  and  Thrift  Rnancial  Report  data  and  do  not 

reflect  supervisory  upgrades  or  downgrades.  Of  the  eight  institutions  categorized  as  Critically 
Undercapitalized,  two  institutions  witti  assets  of  $4.2  billion  recapitalized,  three  institutions 
with  assets  of  $364  million  closed,  one  institution  with  assets  of  $32  million  was  in  process  of 
being  merged,  and  one  institution  with  assets  of  $54  million  was  upgraded  to  Significantly 
Undercapitalized,  between  July  1  and  August  31 . 


Capital  Category  Definitions 


Total 

Tierl 

Risk-Based 

Risk-Based 

Tierl 

Tangible 

Capital' 

Capital' 

Leverage 

Equity 

Well  Capitalized 

»10% 

and 

>«6% 

and 

>-  5% 

« 

Adequately  Capitalized 

>«8% 

and 

»4% 

and 

>«4% 

— 

Undercapitalized 

<8% 

or 

<4% 

or 

<4% 

_ 

Significantly  Undercapitalized 

<67o 

or 

<3% 

or 

<3% 

- 

Critically  Undercapitalized 

- 

- 

- 

<=2% 

*  As  a  percentage  of  risk-weighted  assets. 

Note:         Standards  vary  in  some  instances  for  the  strongest  banks,  banks  anticipating  growtt«, 
and  banks  subject  to  supervisory  agreements  or  directives. 
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Total  Liabilities  and  Equity  Capital 
June  30, 1994 


Insured  Deposits 
52.2% 


Uninsured  Deposits 
19.7% 


Equity 

Capital 

7.9% 


1  Other 
Liabilities 
Other  Borrowed  Funds*       4.9% 
14.5% 


($  Billions) 

6I30I9A 

6/30193 

%  Change 

Insured  Deposits  (Estimated) 

2,569 

2.577 

(0.3) 

BIF  -  Insured 

1.885 

1.892 

(0.3) 

SAIF  -  Insured 

683 

686 

(0.4) 

Uninsured  Deposits  (Estimated) 

954 

891 

7.1 

In  Foreign  Offices 

377 

312 

20.8 

Other  Borrowed  Funds* 

705 

572 

•• 

All  Other  Liabilities 

239 

135 

•• 

Subordinated  Debt 

40 

40 

0.8 

Equity  Capital 

385 

357 

•* 

Total  Liabilities  and  Equity  Capital 

4.892 

4.573 

7.0 

•OOm  txwrovMd  fund*  mduda  Icdard  fundi  purchasKl.  lacurllM  sold  und« 
■grawnml  to  rapurctUM.  FHLB  VK)  FR8  tx>rTOwmgs  and  oOmt  mdabladnass. 

** Accounting  changn  allacl  imounu  raporlad  lof  Jun*  30.  1994. 
S««  NotM  to  Us«rt. 
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NOTES  TO  USERS 


Th«  pubNcaton  ccntain*  ftnandal  data  and  ottwr  jntonnation  for 
depository  tnstitutioru  in«ur«d  by  ffte  Fadaral  Oepotit  Insuranca 
Corporation  (FDIC).  Thesa  note*  ara  ar>  integral  pan  of  this 
publication  and  provide  intormation  regansing  the  comparability  of 
source  data  ano  reporting  drftersnces  over  time.  The  ntormation 
pretanted  in  t^e  FDIC  Ouaneiiy  Banking  PmfOt  i«  divided  nto  the 
toUomnng  groups  Of  institutKy«: 

FtMC-lnaured  Commercial  banks  (TablM  (-A  through  V-A.) 

This  section  coven  commeicial  banks  insured  by  the  PDIC  either 
ffirougn  the  Bank  Insurance  Fund  (BIF)  or  through  the  Saving 
Associatroo  insurance  Fund  (SAIF)-  These  Instrtutions  are  regu- 
lated by  and  suOmit  rmanoal  reports  to  one  ot  the  three  feOerai 
oorhrrwroal  bank  regulators  (ttie  Board  of  Governors  o<  the  Federal 
Reserve  System,  the  FDIC  or  the  Office  of  the  Comptroller  of  the 
Currency). 

FOIC-fnaured  Savinga  Inatttutions  (Tablea  \-9  through  V-B.) 

This  section  covers  savings  institutions  insured  by  either  BIF  or 
SAIF  that  operate  unoer  state  or  federal  banking  codes  applicable 
to  thnft  institutions,  except  tor  one  selt-liguidatir>g  institution  pnmar- 
ily  funoed  by  the  FSLIC  Resolutxm  Fund  (FBH-  Savings  institu- 
tions that  have  been  placed  in  Resolution  Trust  Corporation 
conservatorsnip  ara  also  excluded  from  these  tables  while  in 
conservatorsriip.  The  instrtuuons  covered  m  this  section  are  regu- 
lated by  ano  submit  financial  reports  to  one  of  two  Federal  regula- 
tors —  the  FDIC  or  the  Office  of  Thrift  Supervision  (OTS). 

DATA  SOURCES 

The  firtancial  information  appearing  in  this  put>lication  is  obtained 
pnmanty  from  the  Federal  Financial  Instrtutions  Examinaticn  Coun- 
ol  (FFIEC)  Call  Raoons  ano  the  OTS  Thntt  Financial  Reports 
submitted  tjy  ail  FDIC-msured  depository  institutions.  This  infor- 
mation IS  stored  on  and  retrieved  from  the  FDIC's  Financial  Time 
Senes  (FTS)  data  base. 

COMPUTATION  METHODOLOGY 

Certain  adiustments  are  made  to  the  OTS  Thriff  Financial  Reports 
to  provide  closer  conformance  with  the  reporting  ar>d  accounting 
requirements  of  the  FFIEC  Call  Reports.  The  detailed  schedules 
of  the  Thnft  Financial  Report  reflect  the  consolkjaoon  of  tf>e  parent 
thnft  with  an  foance  subsidianes.  All  other  subsidiaries  are  re- 
ported as  investments  on  an  equity  basis  or  a  cost  basis.  Some 
accounting  flifterences  exist  such  as  asset  sales  with  recourse,  lor 
whicti  the  data  necessary  to  reconcile  these  differences  are  not 
reported. 

AH  asset  and  liabiMy  figures  used  In  calculating  performance  ratios 
represent  average  amounts  for  ttvs  penod  (beginning-of-perrod 
amount  plus  ena-of-penod  amount  plus  any  mtenm  penoos.  di- 
vkled  by  ttie  •■otal  numt>er  of  penoos).  For  -pooling-ot-interesf 
mergers,  ttie  assets  of  the  acquired  institution(s)  are  included  in 
average  assets  snce  tfie  year-lo-date  income  includes  the  results 
of  all  purged  institutions.  No  aojustments  are  made  for  'purchase 
accountrng*  mergers  Growth  rates  represent  the  percentage 
change  over  a  1 2-month  penod  in  totals  for  institutions  m  ttie  base 
penod  to  totals  for  institutions  in  trie  cuneni  penod.  Tables  III  and 
IV  do  not  provioa  growth  rates  for  the  "Asset  Size  Distnt>ution'  since 
many  insotutions  migrate  between  size  groups. 

RECEm*  ACCOUNTINa  CHANGES 

FASB  Statament  115,  'Accounting  for  Certain  Investments  in  Debt 
and  Equity  Secunties."  Requires  that  secunbes  that  are  not  held  in 
trading  accounts  be  nwasured  at  either  amortized  cost  or  fair 
(nwncet)  value,  depending  on  their  classification  category.  Secun- 
ties classified  as  heW-to-matunty  are  to  be  measured  on  an  am- 
ortized cosi  t>asis:  secunties  classified  as  available-tor-  sale  are  to 
be  measured  at  fair  value  with  any  unrealized  appreciation  or 
depreciation,  net  of  tax  effects,  reported  m  a  separate  component 
of  equity  capital.  FASB  115  must  be  adopted  lor  Call  Report 
purposes  tor  fiscal  years  beginning  after  Decemt>er  IS.  1993,  with 
eanier  application  permitted  m  certain  cincumstancss.  It  is  noted 


that  torn*  institutions  chose  to  adopt  FASB  1 15  at  an  aarlier  date. 
Prior  to  the  adoption  of  FASB  115.  aacuntws  not  held  in  trading 
•ocounts  were  measured  at  amortized  cost  il  classified  as  hald-to- 
matunty,  or  k)war  of  cost  or  market  rf  dasaifiad  as  held4or-*ate. 
FASB  InfrprtaUon  39.  "Offsetting  of  Amounts  Related  to  Certain 
Contracts.'  Covers  fair  value  amounts  recognized  a*  assets  ar>d 
BabHitias  on  the  balance  sheet  for  off-balarv»  sheet  denvaove 
contracts  under  which  tfte  anxxjnts  to  be  recaiv«d  or  paid  or  items 
to  be  exchanged  depend  on  future  events  or  other  factors  (eg., 
future  ar>d  fi>rwart]  contracts,  inteiast  rate  swaps,  exchange  rate 
swaps,  and  other  conditional  arid  exchange  contracts).  FASB 
Interpretation  39  speofie*  ttiat  for  these  types  of  contracts  it  is 
improper  to  net  related  assets  arxl  liabilities  on  financial  state- 
ments, unless  a  ngrit  of  setoff  exists.  A  list  of  specific  cntena  must 
be  met  tor  the  nght  ot  setoff  to  exist  FASB  interpretation  39  must 
be  adopted  for  fiscal  years  beginning  after  December  15.  1993. 
Pnor  to  adoption  of  FASB  Inteipretabon  39.  asset  and  liability 
amounts  for  these  tvpes  of  contracts  were  typcally  reported  as  net 
amounts  on  the  Call  Report  without  regard  to  setoff. 

OEFINmONS  (In  alphabetical  order) 

Capital  catagory  distribution  —  each  irtttituton's  capital  cate- 
gory IS  caiculateo  or  estimated  from  its  firtancial  report  and  does 
not  refteo  supervisory  upgrades  or  ttowngiades: 

Tow  Tiar  1 

ni  r\*mi       nut  outt  tiv  i  Tmvcm 

Caaui'  Oapoi-         Utwag*  £«Miy 

Well-capitalized             210%  and  26%    and  25%  — 

Adequately  capitalized    28%  and  24%    and  24%  — 

UnoercapitalizeO             <8%     or  <4%      or  <4%  — 
Significantly 

unoercapitalized            <6%     or  <3%      or  <3%  — 

Cnticalty  undercapitalized  —  —  —  £2% 

*Ai  •  Qwoanug*  of  nill  omtjvml  usvls 

Construction  and  development  loans  —  includes  loans  for  all 
propdrry  types  under  constnjction,  as  well  as  loans  tor  land  acqui- 
sition and  aeveiopment 

Loans  secured  by  reel  estate  —  includes  home  equity  loans, 
junior  liens  secu  red  by  1  -4  family  reskSential  properties  and  all  other 
kians  secured  by  real  estate. 

Loans  to  Individuals  —  includes  outstandir>g  credit  caid  balances 
and  other  secured  ana  unsecured  cor«umer  kiai\s. 
Mortgage-backed  *«cuntle*  —  certificates  of  partcipabon  in 
pools  ot  residential  mortgages  and  collateralized  mortgage  obliga- 
bons  issued  or  gjaianieed  Dy  government-sponsored  or  pnvate 
enterpnses.  Ettective  i3li94.  the  full  implementabon  of  FASB  115 
meant  tfiat  a  portion  of  banks'  mortgage-backed  securities  portfolio 
IS  now  reported  based  upon  fair  (martiet)  values:  previously,  all 
mortgage-backed  secunties  rtot  f>eld  in  trading  accounts  were 
reported  at  eitfier  amortized  cost  or  tower  of  cost  or  market 
Net  charge-offs  —  total  loans  and  leases  charged  oft  (removed 
fiom  balance  sheet  because  of  uncoliectibility),  less  amounts 
recovered  on  loans  ana  leases  previously  cnargiad  off 
Net  Intareat  ittargln  —  the  difference  between  interest  ar>d  divi- 
Oenos  eamed  on  mterest-beanng  assets  and  interest  paid  to 
depositors  and  other  creditors,  expressed  as  a  pen»ntage  of 
average  earning  assets.  No  adfustments  are  rr\ade  for  interest 
income  that  is  tax  exempt 

Net  operating  income  —  income  excluding  discretionary  transac- 
tions such  as  gains  lor  losses)  on  the  sale  of  investment  secunties 
and  extraordir^ary  items.  Income  taxes  subtracted  fiom  operafing 
Income  tiave  been  aOiusted  to  exclude  ttie  portion  applicable  to 
secunties  gams  (or  losses). 

Noncurrant  assets  —  the  sum  of  loans,  leases,  debt  secunties 
and  other  assets  that  are  90  days  or  mors  past  due.  or  in  nonac- 
crual  status.  Noncurrent  debt  secunties  and  other  assets  were  not 
included  pnor  to  Marcti  1991. 

Norwurrent  loans  &  laasa*  —  ttie  sum  of  toans  and  leases  90 
days  or  mora  past  due,  and  toaiK  and  leases  in  nonaccrual  status. 
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Off-b«l«nei  thM>  d«dvitlv*a  —  rsproMnts  trie  sum  ol  th«  fol- 
lowing:  intarast-raia  contracts,  defined  as:  tr>«  notional  value  ol 
Interast-rats  swacs.  futures  and  fomrait)  contracts  and  opoon  con- 
tracts: loreigrK-excnanQe-rale  contracts  and  commodity  and  equity 
contracts  (defined  similaity  to  iniarest-rata  contracts). 
Futures  arxJ  torwarO  contmcts  -  a  contract  in  wticfi  tfie  txryer 
agrees  to  purcfiase  and  t^e  seller  agrees  to  sell,  at  a  speofied 
future  data,  a  specific  quantity  of  unoertying  at  a  specified  pnce 
Of  yield.    These  contracts  exist  for  a  vanety  of  undertyings, 
including  ttw  traditlonaJ  agncultural  or  physical  commodities,  as 
wad  as  cunenoes  and  interest  rates     Futures  contracts  are 
standaitlizad  and  are  traded  on  organized  excnanges  wtucn  set 
limits  on  counterparty  credit  exposure    Forward  contracts  do  rwt 
have  starxlankzed  terim,  arx)  are  traded  over  the  counter. 
OpOon  cxx^tracta  ■  a  contract  in  wrhictt  the  buyer  acguras  the  hghl 
to  (xjy  from  or  sell  to  anotr^er  party  some  specified  anxxjnt  of 
uYjectymg  at  a  stated  pnce  (strike  pnce)  Ounng  a  penod  or  on  a 
specified  future  date,  m  retum  lor  compensation  (such  as  a  fee  or 
prerraum).  The  seller  is  obligated  to  purchase  or  sen  tfw  undeityv^ 
at  the  discretion  of  ttm  txryer  of  tr>e  contract 
Swaps  ■  an  otHigalion  between  two  parties  to  excr<ar>ge  a  series 
of  cash  flows  at  parxxJic  intervals  (settlement  dates),  lor  a  speci- 
fied penod.  The  cash  flows  of  a  swap  are  either  fixed,  or  deler- 
nvned  lor  eacn  settlement  date  by  multiplying  the  quantity  of  the 
urxJerfymg  (notional  pnncipal)  by  specified  reference  rates  or 
pnces.  Except  for  currency  swaps,  the  noDortal  pnncipal  is  used 
to  calculate  each  payitfent  but  is  not  excftanged.  to  buy  from  or 
sall  to  ar>other  party  some  specified  amount  ol  unoertying  at  a 
stated  pnce  (stnke  pnce)  flunng  a  penod  or  on  a  specified  future 
date,  in  retum  lor  compensation  (such  as  a  fee  or  premium).  The 
seller  is  obligated  to  purchase  or  sell  the  urxMrtying  at  the 
discretion  of  the  buyer  ol  the  contract. 
Other  raal  estate  owr>«d  —  pnmaniy  foreclosed  property    Direa 
and  indirect  investments  in  real  estate  ventures  are  excluded.  The 
amount  is  reflected  net  ol  valuation  allowances.   For  institubons 
that  fHe  a  Thntt  Financial  Report  (TFR),  the  valuation  allowance 


tubtrscted  also  includes  allowarwas  tor  other  rapo«««sMd  assets. 
Also,  lor  TFR  Tilen  trie  components  ol  other  real  e«tat*  owned  are 
reponed  gross  of  valuation  allowarx»*. 

"Probtam'  lr^•tltution«  —  Federal  regulators  assign  a  composite 
rating  to  eacn  finarxsal  institution,  based  upon  an  evaluation  of 
financial  and  operBOonal  crrtana.  The  rating  is  based  on  a  scale  of 
1  to  5  m  ascending  order  of  supervisory  concern.  "Prrjblem"  insti- 
tutions are  tfiose  insotutxiuM  with  finarvsal.  operational,  or  rruna- 
genal  weaknesses  that  threaten  their  continued  financial  viability. 
Depending  upon  ttie  degree  of  nsk  and  supervisory  concern,  they 
are  rated  eitrier  a  "4'  or  "5".  For  ail  BiF-memOer  mstituuons.  arxJ 
lor  all  SAIF-member  Institutions  lor  which  the  FDIC  is  the  pnmary 
federal  regulalxx.  FOlC  composite  ratings  are  used  For  all  SAIF- 
member  institutioru  whose  pnrriary  federal  regulator  is  the  OTS. 
the  OTS  composite  rating  it  used. 

Return  on  assau  —  net  irxxime  Onduding  gams  or  losses  on 
secunties  and  sxiraonjinary  rtems)  as  a  percentage  ol  average 
total  assets.  The  basic  yaidstick  ol  banl(  profitability. 
Retum  on  equity  —  net  incorTte  (including  gains  or  losses  on 
secuntas  arxl  extraordinary  iterr^)  as  a  percentage  ol  average 
total  equity  capital. 

Risk-welghtad  assets  —  assets  adjusted  lor  nsk-based  capital 
definitions  which  include  orvtjalance-sheet  as  well  as  off-balance- 
sheet  Items  multplied  tjy  nsk-weights  tfiat  range  from  zero  to  ICX) 
percent  A  conversion  lector  is  used  to  assign  a  balance  sheet 
edun/aient  artiount  for  selected  olf-balance-sheet  accounts. 
Sscurtties  —  excludes  secuntes  heW  in  trading  accounts.  Effec- 
tive 3/31/94.  the  full  implementation  ol  F/kSB  115  meant  trial  a 
portion  ol  banks'  securities  portfolios  is  now  reported  based  upon 
fair  (mahtet)  values:  previously,  all  secunties  not  m  held  trading 
accounts  were  reponed  at  either  amortized  cost  or  lower  ol  cost  or 
market 

Troubled  real  aatata  asset  rats  —  norx^rrenl  real  estate  kians 
plus  ott>er  real  estate  owned  as  a  percent  of  total  real  estate  k)ans 
and  other  real  estate  owned. 


REGIONS 

North— it  —  Conr>ecticut  Delaware.  District  ol  Columbia.  Maine, 
Maryland,  Massachusetts.  New  Hampshire.  New  Jersey.  New 
Yortc,  Pennsylvania.  Puerto  Rico.  Rhode  Island,  Vermont,  U.S. 
Virgin  Islands 

Southeast  —  Alabama.  Florida.  Georgia.  Mississippi.  North 
Carotina.  South  Carolina.  Tennessee,  Virginia.  West  Virginia 

Cantral  —  Illinois.  Irxliana,  Kentucky,  Mk;higan.  Ohio.  Wisconsin 


Midwest  —  Iowa.  Kansas,  Minnesota,  Missoun,  Nebraska.  North 
Dakota,  South  Dakota 

Southwest  —  Arkansas,  Louisiana,  New  Mexico.  Oklahoma, 
Texas 

West  —  Alaska.  /Arizona.  C^ifomia,  Colorado.  Hawaii.  Idaho, 
Montana,  Nevada.  Oregon,  Pacific  Islands,  Utah,  Washington. 
Wyoming 
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